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Taxation of Capital Gains" 


By Grorce O. May 


The treatment of capital gains under a steeply graduated 
income-tax law constitutes one of the most difficult problems in 
fiscal legislation as is sufficiently evidenced by the changes con- 
tained in successive revenue acts. Impartial students of the 
subject will, it is believed, agree that the present state of the law 
is not satisfactory, and among the remedies which are receiving 
consideration is the abandonment of the taxation of capital gains 
and of the allowance of capital losses as a deduction from tax- 
able income. In Great Britain, where capital gains have not 
heretofore been taxed or capital losses allowed as deductions, 
the question is being debated whether some change in the law 
is not necessary on account of the avoidance of taxation of what 
is essentially income by clothing it in the garb of capital. The 
time, therefore, seems opportune for a discussion of the problem. 

By capital gain is meant the profit upon the realization of 
assets otherwise than in the ordinary course of business, this 
profit being the excess of the proceeds of realization over the 
cost of the property realized. 

In considering the proper treatment of capital gains under 
an income-tax law it is desirable to keep in mind three different 
causes which may make a capital gain possible. These are: 

(1) Change in absolute value due to natural growth or simi- 

lar causes; 

(2) Change in relative value of property in comparison 

with other property, due to external causes; 

(3) Change in the money value of property due to depre- 

ciation or appreciation of currency. 

In most cases of course a capital gain is due to a com- 
bination of these influences, some perhaps operating in a favor- 

*A paper read at the annual meeting of the American Institute of Accountants, 
Chicago, Illinois, September 20, 1922. 
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able, others in an unfavorable, direction. All three, for instance, 
operating favorably might be found on the sale in the spring 
of 1919 of a privately owned barrel of whisky bought as new 
whisky in 1913. There would be, first, the increase in absolute 
value due to ageing, second, the increase in relative value due 
to the legislation enacted in January, 1919, and, third, the in- 
crease in money value, common to nearly all property, resulting 
from the expansion of currency and credit during the war. 

Looking at the problem from the standpoint of principle, 
the gain due to the first cause is clearly only a special form of 
investment income and therefore naturaily comes within the pur- 
view of an income tax. Gains due to the second cause are real 
gains, and therefore fairly taxable, even if not ordinary income. 
Indeed if discrimination in favor of earned income as against 
investment income is well founded, it may well be argued that 
these gains from unearned increment should be regarded as 
less entitled to consideration than ordinary recurring invest- 
ment income. 

Gains from the third cause are more apparent than real. 
There would seem to be no true income or gain from selling 
property at double its cost, if anything which can be bought with 
the proceeds is also selling at double its former price. This has 
been a common situation in recent years and has been com- 
plicated by the factor of involuntary sale or realization. In 
recent tax laws attempts have been made to meet it, first, by re- 
placement fund provisions under which no taxable profit is 
deemed to be derived from an involuntary sale if the proceeds are 
put aside to be employed in replacing the property, and, secondly, 
by the provisions in the 1921 law permitting exchanges of prop- 


erty without any liability to taxes as a result thereof. 


As a practical proposition it would be impossible to analyze 
every capital gain into its component elements and apply 
different rules to different elements. In particular it would 
be a hopeless task to convince the average taxpayer who 
had completed a transaction showing a loss, that he should pay 
a tax on the transaction because the loss was found upon analy- 
sis to be made up of an increase of value due to the first or 
second of the three causes above mentioned and therefore tax- 
able, offset by a larger loss arising from the third cause and 
therefore outside the scope of the tax law. 
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The alternatives, therefore, are to tax all gains or to ex- 
clude all gains, except such as can be covered by simple rules. 
In considering the question whether capital gains should be taxed 
the successive points which arise are— 

1. Is it in principle desirable to tax capital gains? 

2. If so, should capital losses be allowed as a deduction 

from taxable income? And 

3. If both the first and second questions are answered in 

the affirmative, how serious are the dangers of evasion 
and how far is it practicable to guard against them? 

It must be understood that the danger of avoidance is not 
disposed of by excluding capital gains and losses from the 
scope of the income tax, as is evidenced by the movement in 
England already referred to. A majority of economists would 
probably take the view that capital gains are not a proper subject 
for taxation under the guise of an income tax. Apart from this 
technical point, however, it would seem that in principle capital 
gains would form a most appropriate subject of taxation and 
the supreme court has held that they can be taxed as income. 
Some theoretical considerations have already been briefly recited. 
Among other reasons which would have weight with a states- 
man as well as with a politician is the fact that the great accu- 
mulations of wealth by individuals in the country have largely 
been the result of capital gains, and the salary or wage-earning 
classes might quite naturally feel that they were being unjustly 
discriminated against if they were taxed on their salaries or 
wages and the large capital gains of the very wealthy should 
escape taxation. Moreover, even if the taxation of capital gains 
be regarded as necessarily involving the allowance of capital 
losses, it would seem that treating both on the footing of in- 
come would ordinarily be expedient in a developing country in 
which naturally the capital gains would far exceed the capital 
losses. This proposition is, however, subject to the important 
qualification that it holds only so long as the form and degree 
of taxation are not such as to discourage the realization of gains 
and encourage the taking of losses, and thus to cause a serious 
disturbance of the normal balance between gains and losses. 

Turning to ihe second point, while it may seem that in 
justice the rules regarding gains and losses in a tax law should 
be as nearly as possible similar, it may be recalled that this 
principle has not usually been applied in our income-tax laws. 
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Even in the case of ordinary business until the enactment of the 
present law a taxpayer who made a profit on trading in one 
year and an exactly similar loss in another paid tax on the profit 
and obtained no relief in respect of the loss. As regards losses 
not incurred in the taxpayer’s trade or business the act of 1913 
allowed no deduction and the act of 1916 allowed a deduction 
only to the amount of the gains of a similar character included 
in the same return. The tax rates under these acts were, how- 
ever, small as we now reckon tax rates and the problem becomes 
difficult only when taxes are large. In 1917 when the maximum 
rate of tax was increased from 15% to 67% the limitation on 
the deduction of losses contained in the act of 1916 was con- 
tinued, but in 1918 when the maximum tax was still further in- 
creased to 77% all limitations on deductions of capital losses 
were removed. 

Even under this law if a taxpayer pursued the even tenor 
of his way undisturbed, taking capital gains or capital losses 
as his judgment of present and prospective values dictated, and 
entirely uninfluenced by tax considerations, he was not in the 
position that tax relief resulting from a loss was exactly equiva- 
lent to the tax burden resulting from an equal gain. Such a 
taxpayer, if he incurred losses was thereby relieved from surtax 
at the rates he would have paid on his regular income; if on 
the other hand he made a profit he paid surtaxes at the higher 
rates applying to income in excess of his regular income. 

Thus to take the case of a man who had a regular income in 
each of the years 1919 and 1920 of $50,000 and sold one in- 
vestment at a capital loss of $20,000 on December 31, 1919, and 
another at a capital gain of $20,000 on January 1, 1920, in 1919 
he paid on an income of $30,000 a total tax of $3,890.00; in 1920 
on an income of $70,000 a total tax of $16,490.00, together $20,- 
380.00. If however, both transactions had fallen in the same 
year he would have paid on an income of $50,000 in each year 
a tax of $9,190.00; a total for the two years of $18,380.00 and 
his capital gain therefore cost him in taxation $2,000.00 more 
than he saved on his capital loss though the tax rates were the 
same in both years. 

However, this discrimination against the taxpayer was of 
relatively minor consequence compared with the wholesale loss 
to the government resulting from the fact that taxpayers liable 
to heavy rates of surtax very generally refrained from taking 
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profits, but not from taking losses. It is impossible now to 
estimate the loss of taxes which resulted from this disturbance 
of the normal policy of investors, but it must have been enorm- 
ous. At the same time transfers which were desirable from the 
broad standpoint of public welfare were retarded or prevented. 
Men of advanced years, who were anxious to turn over their 
business affairs to younger and more vigorous men, were de- 
terred from doing so by the tax which would have fallen upon 
them in the event of a sale; and in innumerable ways the ordi- 
nary course of business was effected by the artificial restraint 
on sales at a profit and the encouragement of sales at a loss. 

To meet some phases of the problem, extensive new pro- 
visions were introduced in the act of 1921, mainly in two forms, 
first, the limitation of the tax on capital gains in the case of in- 
vestments carried more than two years to 1244% and, second, 
provisions under which capital assets could be exchanged rather 
than sold without any tax being incurred. Under this law the 
rule that what is sauce for the goose is sauce for the gander 
invoked by taxpayers in support of the removal of the limitation 
on deductible losses in 1918 was waived in favor of the tax- 
payer. Logically the.converse of the first provision just referred 
to would have been that a taxpayer sustaining a capital loss 
should pay the ordinary tax on his regular income and deduct 
therefrom 12144% of the amount of his capital loss. The act, 
however, permits him to save the maximum surtax he would 
otherwise have paid. Thus to use the same illustration as be- 
fore, under the existing Jaw a taxpayer with a regular income 
of $50,000, a capital gain of $20,000 in one year and a capital 
loss of $20,000 in the next pays over the two years $2,800.00 less 
than if both transactions had occurred in the same year. j 

In the case of the very wealthy, therefore, the present law 
makes it distinctly advantageous to take capital gains one year 
and pay a maximum tax of 12144% thereon and to take capital 
losses in another year, saving the maximum surtax to which the 
taxpayer would otherwise have been liable. 

The position in regard to the exchanges is even more un- 
favorable to the government. A taxpayer holding stock of the 
A. B. Company desires to dispose of it and to reinvest in the 
stock of the C. D. Company. If the present market value of the 
stock of the A. B. Company is less than its cost to him he sells 
this stock and buys the stock of the C. D, Company and is en- 
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titled to a deduction from his taxable income of the loss on 
sale. If, however, the market value of the stock of the A. B. 
Company is above cost he arranges an exchange of this stock 
for stock of the C. D. Company with a cash adjustment and 
under the law he derives no taxable gain and therefore pays 
no additional tax. 

From this brief summary it will be seen that in less than 
ten years the relation between the provisions regarding capital 
gains and those regarding capital losses has been changed from 
one of marked disparity in favor of the revenue to an even 
greater disparity in favor of the taxpayer. Probably every 
change has operated to the detriment of the revenue except to 
the extent that legislation has been retroactive and heavy taxes 
have been levied on transactions which would never have been 
consummated if a change in the law had been anticipated. Re- 
troactive legislation, however, is not a desirable practice and 
while it was doubtless justified in a time of world warfare, it 
should be banned for the future like many other practices de- 
veloped during the war. 

The above history of legislation since income taxes became 
possible on March 1, 1913, suggests that though the disparity 
in favor of the taxpayers may be lessened, it would not be prac- 
ticable even if desirable to restore the old disparity in favor of 
the government. It will be assumed, therefore, that if capital 
gains are to be taxed capital losses must be allowed as deduc- 
tions on at least an equal basis. Though specific provisions may 
facilitate tax avoidance or make it more difficult, the treasury 
in dealing with all such problems suffers from the fundamental 
disadvantage that it is the taxpayer who not only decides the 
time and the form of transactions giving rise to capital gains or 
losses but exercises the option whether they shall take place or 
not. To use a military analogy, the initiative, whose value in 
warfare is universally recognized, is always with the taxpayer. 
The treasury has its fixed defences; the taxpayer moves only 
after careful study of these defences; and it is not surprising 
that the treasury, with a defence impregnable against a frontal! 
attack often finds itself helpless against an enveloping move- 
ment which attacks it in the flank or rear. This disadvantage is 
increased by the fact that the distinction between ordinary in- 
come and capital gain is often a fine one, and a slight change in 
the form of the transaction may throw it into one class or the 
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other. If, therefore, the government decides to tax capital 
gains and allow capital losses as deductions, the taxpayer can 
refrain from taking gains but may take losses. If on the other 
hand the government should exclude capital gains and capital 
losses from the scope of the income tax altogether, there is 
danger of transactions which essentially give rise to income 
being cast into such a form that the gain would technically be 
held to a capital gain. How fine the distinctions are, and inci- 
dentally how unexpected may be the results to the government 
and to the taxpayer of any action outside the ordinary course 
of business in a time when tax laws are rapidly changing both in 
form and in degree of severity, is very well illustrated in the 
case of the Phellis or du Pont case. This case and the Rocke- 
feller-Prairie Oil & Gas case, decided by the supreme court at 
the same time, constitute two of the most complete, and in 
amounts involved the most considerable, of the Pyrrhic vic- 
tories of the treasury in tax litigation. The point at issue was 
not, of course, whether the transaction involved resulted in 
a capital profit or in a profit in the nature of ordinary income 
but what might seem a much simpler question, whether it re- 
sulted in any profit at all. 

The amounts involved in the Phellis case are so large and 
its features so striking as to make it worthy of detailed con- 
sideration. 

The facts are briefly that the E. I. du Pont de Nemours 
Powder Company of New Jersey in 1915 transferred all its 
assets to a Delaware company in consideration of debentures 
and stocks of that company and retaining debentures of the 
Delaware company equal to the par of its common stock (ap- 
proximately $30,000,000) distributed to its common stockholders 
two shares of Delaware company stock for each share of New 
Jersey company (or an aggregate of $60,000,000). The mar- 
ket value of the Delaware company’s stock at the date of distri- 
bution was $347.50 per share. The supreme court has now 
found that this distribution was a dividend taxable to the stock- 
holders of the New Jersey company and by this decision has 
added to the taxable income of 1915 ap amount of approximately 
$210,000,000, or nearly 5% of the total taxable income dis- 
closed by all the individual tax returns of that year. 

The five judges of the court of claims agreed in the view that 
in substance there was no income to the stockholders of the New 
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Jersey company because the stock of the Deleware company 
represented the same property and business as the stock of the 
New Jersey company had previously represented. This view 
was supported, however, by only a minority of the supreme 
court, the majority finding that both in substance and form 
the stock of the Delaware company constituted real income to 
the stockholders of the New Jersey company. 

In passing it may be remarked that while each of the courts 
looked beyond the form and discussed the substance of the trans- 
action—one finding that in substance there was no dividend, and 
the other that the whole of the stock of the new company at its 
market value constituted a dividend—in neither court was a third 
alternative discussed which seems most accurately to reflect the 
substance of the transaction. This alternative is that the stock 
of the new company represented substantially what the old 
stock had previously represented and that the old stock, which 
after the transaction represented only an equal amount 
of debentures of the new company, was the real dividend. 
In substance the position of the stockholder after the trans- 
action was almost identically the position in which he 
would have been placed had the New Jersey company created 
$30,000,000 of debentures and issued them to the common stock- 
holders by way of dividend or even if it had sold $30,000,000 
of debentures at par and paid the cash to its stockholders. After 
the transaction the stock of the old company represented to the 
stockholder of the old or New Jersey company something severed 
from the du Pont property and business which he could realize 
without reducing in any degree his proportionate interest in 
the general du Pont assets. 

The controversy extended over six years, during which any- 
one who was a stockholder at the time of the reorganization and 
who subsequently sold a part or the whole of his stock in the 
Delaware company was unable to determine whether under the 
income-tax law he had made a profit or loss by doing so. If, 
for instance, such a stockholder sold ten shares of the Delaware 
company’s stock for $2,000.00 the transaction would, on the 
government’s theory, result in a deductible loss of $1,475.00. If, 
however, the government’s contentions were overthrown the re- 
sult would be a taxable profit of a rather greater sum. The gov- 
ernment having won, it is interesting to consider what this vic- 
tory has gained for it and what has been or will be the cost. 
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The key-note of the decision by which the supreme court 
held that stock dividends were not taxable was perhaps the 
statement that a stock dividend provided nothing out of which 
the stockholder could pay a tax without parting with some por- 
tion of his interest in the corporation. Assuming that the tax- 
payers who were called upon in 1921 to pay surtaxes on the 
profits which they are deemed to have made in the transaction 
of 1915 should have had recourse to the sate of their stock to 
provide funds with which to pay their tax, what will their 
position be? 

The market value of the stock of the Delaware company 
was at the time of the decision roughly par. Any holder who 
received his stock as a dividend in 1915 pays tax in that year 
on the basis of a value of $347.50 per share, and if he sold in 
1921 he is entitled to claim a loss on sale in 1921 of $247.50 per 
share. In 1915 the normal tax was 1% and surtaxes beginning 
at incomes of $20,000 ranged from 1% to 6%; in 1921 the nor- 
mal tax was 8% and surtaxes beginning at incomes of $5,000 
ranged from 1% to 65%. It will be apparent, therefore, at once 
how great the advantages of the decision to a taxpayer may be. 
Taking by way of illustration the case of a married man with- 
out dependents whose income apart from the dividend in 1915 
or sale of stock in 1921 was $7,500 in each year, and assuming 
that he held 10 shares of the New Jersey company’s stock and 
received 20 shares of the Delaware company’s stock as dividend 
in 1915, and that he sold this stock in 1921 at $100 a share, it 
will be found that the dividend does not bring him into the 
surtax class for 1915, so that he has no additional tax to pay 
for that year, but the loss of sale in 1921 reduces his taxes for 
that year from $320 to $2. 

Multiplying the figures twenty-fold and taking a man whose 
income was $150,000 in each year and whose original holding 
of the New Jersey company’s stock was 200 shares, it will be 
found that the addition of the dividend to his income for 1915 
increases his taxes for that year by $5,950, and the loss on sale 
in 1921 decreases his taxes for that year by $51,650. 

The full effects of the decision are not reflected even in 
these figures, as had the opposite decision been reached there 
would have been a taxable profit instead of a loss on any sale 
of stock in the Delaware company. Presumably the decision will 
also involve considerable saving of tax to the Delaware company. 
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No doubt some stockholders had sold a part or all of their 
stock prior to 1921 and in other cases the stock is held by per- 
sons who would not, and perhaps could not without difficulty, sell 
any great proportion of their holdings. The cost of the victory 
to the government will, therefore, probably not come near its 
potential limits. 

It is, however, reasonably certain that the cost to the 
government in the form of taxes lost will enormously exceed 
the additional taxes recovered as a result of the decision, and 
one is tempted to ask questions like those of the children in 
Southey’s poem After Blenhewm, and one finds no answer ex- 
cept Kaspar’s: 

“But what they fought each other for 
I could not well make out. 
But everybody said,” quoth he, 
“That ‘twas a famous victory.” 

A similar analysis of the Rockefeller and Harkness cases 
would lead to a similar conclusion. 

The claim of the government was at best largely tech- 
nical since it could not be said that the du Pont stockholders 
realized true income from the transaction in an amount ap- 
proaching the two hundred millions which the court held 
must in law be deemed to be derived therefrom. The case 
turned on the special facts of a very unusual transaction and 
established no new principle, and the net result in the par- 
ticular case of the government’s contentions being upheld 
was bound to be a loss of revenue. It is surprising therefore 
that the government did not accept the verdict of the court 
of claims. 

The position after this decision and the stock dividend 
decision (Macomber v. Eisner) would have been most un- 
satisfactory if congress had not in the 1921 law provided in 
substance that no income should be deemed to be derived 
from corporate reorganizations. 

The interest of the case in relation to the subject of this 
discussion lies in the evidence it affords of the room for wide 
difference of opinion concerning the income-producing effect 
of a transaction, even if the question is considered with regard 
.0 its substance and not merely to its form. 

The room for difference -f opinion on the question 
whether some of the complicated trai.sictions of modern cor- 
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porate finance produce income in the narrower sense, capital 
gains or no gain or income at all is obviously even greater. 

A study of the subject over a period of many years has 
led the writer to the conclusion that while either course is 
fraught with danger and tax avoidance on a large scale is 
bound to continue as long as high rates of surtaxes are main- 
tained, on the whole the losses of revenue involved in the 
taxation of capital gains and the allowance’ of capital losses 
as deductions from taxable income are greater than those 
involved in the opposite course; further, that the margin 
is so great as to outweigh the consideration that in principle 
it is preferable to tax capital gains. Neither the war period, 
with its extravagant gains and unmerited losses, nor the 
period of readjustment immediately after the war was an 
opportune time for a change of policy in this regard. As, 
however, we get back to more normal conditions, such a 
change seems worthy of the most serious considerations, more 
especially as the existing law in remedying defects of the old 
law has created new opportunities for tax avoidance from 
which the government is bound to suffer very heavily. 

If capital gains and losses are in general to be excluded 
from the scope of the income tax, safeguards will be neces- 
sary to prevent a wholesale escape from taxation of income 
by conversion into capital form. It is believed, however, that 
three provisions would be sufficient to prevent the great bulk 
of such evasion, namely,— 


1—That where a capital gain or a capital loss arises in re- 
spect of an asset, which from its nature is subject to a 
natural increment or decrement in value, any gain shall 
be deemed to be income to the extent of a reasonable 
return on the investment for the period during which it 
has been held. Conversely the natural decrement should 
be allowed as a deduction from taxable income. 

2—That where property is disposed of within, say, two years 
of its acquisition, the transaction shall be deemed to be 
a trading transaction and not a capital investment. 

3—A provision under which the tax would be levied on the 
sale of stock of corporations, particularly private cor- 
porations, where it might appear that there was a profit 
which was attributable to the accumulation of undivided 
profits by the corporation and that the sale was made to 
avoid the imposition of the tax which would be assessed 
on such ts if distributed as dividends. 
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Of the three provisions it is believed that only the third 
would offer serious difficulty in its formulation and it should 
readily be possible to surmount these difficulties with the 
assistance of a group of persons familiar with business prac- 
tice and with tax procedure. 

Doubtless the adoption of this suggestion would involve 
the definite abandonment of a large amount of revenue which 
the government ought some day to receive, but it is not be- 
lieved that the sacrifice of revenue which the government 
would otherwise be likely to receive would approach in 
amount the increase in revenue that would result from the 
elimination of deductions for losses. 

Tax avoidance on a substantial scale would doubtless 
continue even if the suggestion were adopted, but this is 
bound to be true under any law so long as the extreme sur- 
taxes now in force are continued. Most students of the sub- 
ject are in agreement with the views expressed by the secre- 
tary of the treasury in his letter to the chairman of the house 
committee on ways and means of April, 1921, that the im- 
mediate loss of revenue that would result from the repeal 
of the higher surtax brackets would be relatively small and 
the ultimate effect should be an increase in the revenue. Con- 
gress apparently clung to the outworn idea that such a re- 
peal would result in a loss to the treasury for the sole bene- 
fit of the rich. It will, however, ultimately be forced to 
recognize the shortsightedness of its policy, especially having 
regard to the existence of the huge volume of tax-exempt 
securities. 

In justice to the present congress one must recognize 
that not only is the problem an extremely difficult one but it 
is made more difficult by the sacrifice of sound principles to 
political expediency in the original adjustment of income 
taxation to war necessities. Given a business world organ- 
ized largely in the form of private companies which are 
practicaily incorporated partnerships, a world in which busi- 
ness transactions may readily be cast into different forms so 
as to produce ordinary income or capital gains, as may be 
the more advantageous, and given also a huge volume of tax- 
free securities—under such conditions the combination of a 
low normal tax on income of individuals and corporations 
with very high surtaxes is neither equitable nor effective. 
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This is equally true whether capital gains and losses are 
treated as entering into the determination of income or not. 
The form of tax avoidance changes to meet either rule. The 
only real solution is to reduce the disparity between normal 
taxes and surtaxes. 

Had the congress recognized these facts in war time and 
raised the normal tax and the lower range of surtaxes to 
higher levels as urged by the treasury, it would have been 
possible later to make reductions all along thq line. It is 
not surprising, however, that the present congress should look 
askance at a proposal to increase the normal tax and the 
lower surtaxes and reduce the higher surtaxes. Though in 
reality such a scheme would be sound finance and benefit 
the entire community it seems on the surface too much like 
a scheme to relieve the rich at the expense of the relatively 
poor to be expedient from the standpoint of party politics. 
It is certain, however, that the high surtaxes will prove in- 
creasingly ineffective and injurious the longer the present 
system is continued. 

In the meantime, it is believed that the revenues can be 
increased, tax avoidance greatly diminished and greater equity 
secured by the abandonment of the rule of taxing of capital 
gains and, conversely, of allowing capital losses as a deduc- 
tion from taxable income. 
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Why Should We Have a New Federal 
Tax Law?" 


By Rosert H. MonrTcoMERY. 


Up to a short time ago, I favored a new federal income- 
tax law because the present law needs revision. I have changed 
my mind. The reasons for a new law are strong, even stronger, 
than ever, but the reasons against it outweigh the reasons in 
favor. It has often been said that a poor tax law fairly admin- 
istered is better than a good law unfairly administered. I 
would add that a poor law interpreted by the supreme court is 
a more trustworthy foundation for business than an alleged good 
law in which every doubtful point is decided against taxpayers 
until the doubtful points reach the supreme court. A new law 
in 1923 would not be interpreted until 1926 or later. If we 
want a tax holiday we had better leave the 1918 and 1921 laws 
alone. 

Therefore I do not propose to discuss the details of desirable 
changes in the present tax law. My thought is that when the 
time is propitious an entirely new law should be drafted, much 
shorter and much less complicated than the present law. What 
I mean by propitious is that there will be a reasonable chance 
that serious consideration will be given to suggestions. It is a 
difficult task to work out income-tax legislation and if sugges- 
tions are to be ignored or flouted it is not worth the effort. At 
this time it would be love’s labor lost. Constructive sugges- 
tions pass from one man to another, each in turn less under- 
standing than the former, finally reaching the neck of the bottle, 
the chairman of a committee, whose sole tenure of office arises 
from length of service. Quality of service has less to do with 
congressional power than in railroad unions. In the latter 
seniority sometimes is questioned; in the former there is no 
instance of promoting the capable man as such. 

There are many sections of the 1916 and 1918 law which 
have not been authoritatively interpreted. The treasury has not 
been consistent in its regulations. Recently there has been a 
tendency to re-open settlements which were made under early 
rulings and procedure. Existing conditions in the bureau of 
internal revenue are far from satisfactory to taxpayers and to 
the responsible and capable officers of the bureau. Why, then, 


*A paper presented at the annual meeting of the American Institute of Account- 
ants, Chicago, Illinois, September 19, 1922. 
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have a new law or any changes in the present law until the ex- 
isting congestion and confusion are at least partly cleared up? 
In my opinion conditions are worse today than they were one 
year ago, and they will be relatively worse one year from now 
unless something drastic is done. 

I am not unmindful that a new tax law would greatly bene- 
fit the accounting profession. If we are against a new law, we 
are against our selfish financial interest. It requires some cour- 
age to urge simplification in tax measures, after reaping the 
benefits of a long series of complex laws; but the public account- 
ant would not be a successful practitioner if he lacked courage, 
so we will talk and work against the new tax law just as we have 
worked and talked to improve those provisions of all previous 
laws which did not seem to us to be in the best interest of the 
business or taxpaying public. We were largely unsuccessful 
in our efforts but it was not our fault. 

We may as well make up our minds that we shall not have a 
sane and practicable new tax law when those who have it in 
charge, who write it and who enact it into law lack clear vision 
and courage. Heretofore those who have finally passed upon 
the provisions of our tax laws have had their vision obscured by 
their personal political fortunes rather than illumined by the 
economic effect of the laws. We never know what takes place 
behind the closed doors of congressional committees, particularly © 
conference committees. It has been said recently that public 
men are brazenly and cowardly whispering the truth in private 
instead of telling it openly. That is what takes place in Wash- 
ington. Privately our congressional leaders admit the foolish- 
ness and impracticability of much that is before them to be 
enacted into law. Publicly, that is, through the medium of the 
Congressional Record and for publication in newspapers through- 
out the country, they say exactly the opposite for their con- 
stituents and for votes. Publicly they say that the public in- 
terests must be first, not private interests. In practice many 
private interests are well taken care of. This has been true in 
tax laws as in other laws. Taxpayers who have the ears of those 
who are most powerful in conference committees have been able 
to have special provisions inserted which take care of private 
concerns or special industries. Taxpayers who are not well 
organized and who do not have the ear of those powerful in 
legislation are left out in the cold. 
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The average senator, the average representative—being 99 
per cent. of the whole body—has an obsession for re-election, 
which in reality is a disease of the most malignant nature. Soon 
after election he discovers the dreadful mistake the voters made 
in placing him in a position for which his qualifications are a 
minus quantity and the dreadful mistake he made in accepting. 
He has neither the courage to quit nor the courage to fight. The 
atmosphere in Washington inclines him with a pusillanimous 
attitude toward everything which requires common sense. He 
sees little evidence of common sense around him except in cases 
where men are not afraid of losing their jobs. He is fearful of 
doing anything different from the others; he submerges any 
inclination to be independent which he may have possessed when 
he reached Washington. And now his obsession becomes fixed ; 
intelligence and courage vanish; he implicitly believes that he 
will be damned in this world and the next if he is not re-elected. 
His pride is aroused; he becomes frantic. Even though the next 
election is six years ahead, the obsession allows no interval of 
sanity. The realization and conviction (which he tries to hide 
from the world) that he is an utter failure as a legislator urges 
him on in efforts to avoid detection of his short-comings. 

We had a good illustration of this cowardice in August. 
President Harding asked congress to enact laws which would 
help solve business troubles. Did the legislators discuss the 
questions on their merits? They did not. The newspapers in- 
terviewed them and the replies were almost unanimous. The 
New York Times summed up the situation in these words: 


“Leaders believe too many dangerous 
issues are already before the public.” 


In other words any issue which affects capital or labor is 
dangerous. Therefore, it must not even be debated. Senators 
and representatives concede that “something” should be done, 
but no emergency is so acute or alarming as the November elec- 
tion; nothing can be done which possibly would decrease the 
campaign contributions expected from capital or affect the labor 
vote. If capital can be scared and labor can be placated, the 
settlement of fundamental problems can go hang. 

The men to whom powers are given almost invariably seek 
to extend these powers. It becomes part of the obsession. To 
keep themselves in power they will pass only those laws which 
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assist or appear to assist this object. A confiscatory tax law ap- 
pears to tax the few rich for the benefit of the many poor. Until 
the composition of the congress changes we shall have confisca- 
tory tax laws. 

Commencing with the federal revenue act of 1913 all our 
income-tax laws have been deliberately aimed at successful in- 
dustry. Congress has proceeded on the theory that all large 
profits are illegitimate. The most popular vote-seeking word on 
the floor of congress, used by Republicans and Democrats alike, 
is “profiteer”. A “profiteer” is a man who makes a profit, ergo 
he is a crook and the profit must be extracted from him by a new 
tax law. 

Congressmen are a poor sort of office or errand boy. They 
are a poor sort because they do as much running around as the 
average errand boy but they do not get proportionate results. 
The promises which they make to their constituents cannot be 
kept. They promise 100 jobs when they can deliver ten. They 
pass on to the various government agencies the 100 promises, 
and the agencies, in turn, not to offend the congress, promise 100 
jobs. So a vicious circle is started. Congressmen do more 
running around in it than the departmental chiefs. This I know 
from personal experience. They are so stupid that they do not 
read in the history of the world that the rulers and representa- 
tives who are loved and blindly supported against the field are 
those who make many mistakes, who acknowledge weaknesses, 
who do not bluff nor cringe nor promise the impossible, but who 
above all have one trait which dominates them, namely, courage. 

In a recently published letter of the tsaritza to the tsar ap- 
pears this sentence, “Everybody who really loves you wants you 
to be firmer and more resolute”. It is the dominant cry of the 
age:. Why is the trait almost lacking at this time in public 
affairs? Both business-men and congressmen are constantly 
excusing themselves for lack of courage, for lack of action, when 
courage and action are important, by the plea: “We can’t make 
an issue of this one point; we must wait until we can afford to 
go to the mat”. It is enough to make one sick. They never 
go to the mat although ninety-nine and nine-tenths per cent. 
of their constituents love a fight. Congressmen do not remember 
that people love both winners and losers; all that people insist 
upon is that one must fight. 
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It is a mistake for the business-man not to fight for those 
things which he knows are beneficial both to himself and to the 
business public as a whole. Having paid the cost of electing 
representatives, the business-man should demand some attention 
to the carrying out of promises, and, failing to receive reasonable 
consideration, should talk to congressmen the way congressmen 
talk to business-men. But the business-men also lack courage. 
I have seen many of them treated like dogs in Washington and 
they have not even talked back. The reason they do not talk 
back is this: Business-men know that they have paid in advance, 
in full, for something (they are never quite sure what they pay 
for in politics), and their thrifty natures lead them to avoid too 
many complaints in the fear that their man or men, that is the 
congressmen, will become annoyed and refuse to do anything 
at all. 

I would not want it understood that the contributor to a 
campaign fund is entitled to any more consideration, or any more 
of a hearing, or any more influence than one who refuses or 
cannot afford to contribute; the contributor is not entitled to 
preferred consideration, but he should not be double-crossed. 

On this point the New York Herald recently said: 


“The disheartening thing in governments is the 
chameleon nature of politicians—statesmen. In the 
campaign for election, with alluring promises they beg 
you to take them on in your service; installed in your 
service they give you the lash of the master. In the 
campaign for election they beseech you for a job; in- 
stalled in that job they tell you where you get off.” 


A few months ago when Lloyd George said in the house of 
commons, “It is a mistake because of danger to run away from 
a fair and just claim,” he was cheered. In this country there is 
too much running away. Congressmen habitually run away when 
there is any danger of losing two votes, when they believe that 
the support of a fair and just claim means only one vote. Busi- 
ness-men have been running away because demagogic congress- 
men scare them into thinking that if they do not keep quiet 
something awful and mysterious will happen to them. 

This reminds me of the story about the Chinaman who was 
doing business in the United States. He wanted to collect an 
account and he did not know just what kind of a threatening 
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letter to write. Finally he wrote this: “If you do not pay this 
bill immediately something will happen which will cause you 
the utmost astonishment”. It sounds like a letter from a con- 
gressman or from the treasurer of a campaign fund. It is this 
fear of something mysterious which keeps the business-man 
from demanding what is his due or withdrawing his - financial 
support from his party. 

The American business-man in political matters is a dumb- 
bell. He pays the expenses—and they are enormous—of_his 
political party. When his party becomes dominant and he asks 
for intelligent legislation, he allows himself to be deceived by 
statements that all that can be done will be done in due season. 
Measures will be enacted at some subsequent, never the current, 
session of congress. I refer only to subjects which have been 
specially approved in party platforms or similarly have been 
agreed upon as desirable and unobjectionable. I think it safe 
to say that in the last fifteen years, congress has not averaged 
one good law per annum affecting business-men. If the legis- 
lation demanded by business-men were inimical to the best in- 
terests of the country at large, there would be full justification 
for the refusal and neglect. But the curious and amusing fact 
is that good or beneficial legislation is the hardest to put through. 
Congressmen see nothing in it for themselves. Many laws are 
passed which are not of general interest or importance. Con- 
tributors with courage sometimes collect more than they are 
entitled to. By occasionally delivering something on account, the 
congressman keeps his reputation for activity. His activity is 
another pose. From year to year the pages of the Congressional 
Record are filled with absolute quibble. They use up more space 
in the exchange of personalities than in any discussion of im- 
portant or economic questions. The output of unimportant stuff 
is enormous. It runs to billions of words. The output of good 
stuff which in the slightest degree is interesting to the average 
business-man is so negligible that a supplement to the Congres- 
sional Record once a year consisting of about forty-eight pages 
would give everything that could be called constructive. I have 
not exaggerated this comparison of quantity with quality. Can 
anyone remember a single constructive or beneficial bit of legis- 
lation enacted at the present session? Yet the current issue of the 
Congressional Record before me includes pages 12233 to 12290. 
(Who knows when congress will adjourn?) They start with 
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page 1 at each session. If they did not, they would need a wider 
page after a few years. And we are told that practically all of 
the real (the word should probably be spelled “reel”) business 
in Washington is conducted in committee meetings, whose pro- 
ceedings do not appear in the Congressional Record. If any- 
one is interested in this matter of word-output, look up the ex- 
penditures of the public printing office. 

is it fair to say that our own output of words produces 
anything worth while? The answer to this is that our repre- 
sentatives in congress are supposed to be specialists in public 
affairs. They are supposed to spend all of their time and energy 
in the study of questions of public interest. They are supposed to 
be conversant with national as well as international problems. 
Unfortunately, our criticisms of congress are usually destruc- 
tive criticisms. Unquestionably, we should confine ourselves to 
constructive criticisms. But you cannot reconstruct an utter 
failure. I make no apology for my strictures upon the makeup 
of the present congress or those which have preceded it during 
the last dozen years. I rest my strictures upon an impregnable 
foundation. I have the very highest authority for my state- 
ments that nothing of any importance constructively is accom- 
plished from day to day. I also speak largely from personal 
experiences in Washington. Much that I say is based on first- 
hand information. There are a few, very few, senators and 
representatives who once in a while are constrained to tell 
the truth. 

It is conceded that one of the ablest men in congress is 
Senator Borah. He has been there long enough to know the 
exact truth about what is going on. If he makes a well-con- 
sidered statement which is uncontradicted, it may be assumed by 
the layman or outsider that it is literally the truth. If it is 
admitted in Washington by those who know that we have too 
many poor laws, that our taxes are too high, that extravagance is 
rampant, and if the business public as a whole knows definitely 
that it is so, why then is it not possible to do something construc- 
tive? Why can’t we insist on some relation of output to the 
time or words consumed, say one good law to each billion words? 
People who get their living from public funds and contributors 
to campaign funds are responsible for the present situation. 
Let us consider a few plain facts made public by Senator Borah. 
I shall quote at some length from his speech delivered in the 
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United States senate, July 6, 1922, because I want to emphasize 
and repeat that what I am saying is based on facts and not on 
fancies. After that we can consider the remedy. 


... Not a single one of the measures upon the programme which 
is now before us but draws upon the people for an additional sum 
and weighs upon them in the form of additional taxation and in- 
creases the obligations of the government not only by millions but 
by billions of dollars. 

Mr. President, therefore, while I have sat here and listened to this 
debate or while I have known that it was going on, I have not felt 
the impatience which I otherwise would if I knew that there would 
follow the tariff bill measures which would, in my judgment, afford 
relief to the country. I ask our friends who are meeting at the 
headquarters of our leaders if there is a single item in this pro- 
gramme that does not increase the taxes of the people of the country? 
Is there a single part or parcel of the programme that does not in- 
crease the obligations of the government? It is the character of the 
programme which makes hesitancy and delay in the consideration of 
the tariff bill a virtue. 

Mr. President, we know that there is already great discontent 
throughout this country, and when discontent is widespread it is 
never without justification. That condition is apparent in the United 
States and it exists throughout the world. 

It is evident that the burden which governments continue to impose 
upon the people is becoming unbearable. It is getting, as it were, 
upon the nerves of the public. The first underlying cause in my 
judgment of the world-wide unrest, of the almost universal criticism 
which we hear against governments, is exorbitant and unconscionable 
governmental expenditures, and particularly the outlook that these 
expenditures are not being diminished to any appreciable extent. In- 
deed, I do not believe that the burdens already placed upon the people 
are so disturbing, so fruitful of dissatisfaction and discontent, as those 
burdens which present policies indicate are yet to come. The present 
demands are sufficient to take people’s earnings, but the proposed poli- 
cies take away their hope for better days. 

The protest upon the part of the people is now being manifested in 
this country and throughout the world. It makes itself known in 
strikes, through the ballot box, and finally in rioting and bloodshed. 
The most prolific source of misery and crime is oppressive taxation, 
and when you stop to think of the load now carried by the masses, 
we can not be surprised at the disorder and lawlessness everywhere 
prevailing. 

In some countries it seems to be believed that this discontent 
and hunger can be fed upon repression and executions. In other 
countries, particularly our own, the belief seems to prevail that the 
remedy is in still greater appropriations, increased national obliga- 
tions and necessarily higher taxes. 


The author of The Mirrors of Washington is conceded to 
be extraordinarily well informed regarding our lawmakers. This 
is what he says about congress: 


“For years it has been the home of small men concerned with petty 
things which it approached in a petty spirit, incompetent, wasteful 
and hypocritical, a trial to the executive, almost a plague to the 
country.’ 
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What is the remedy for the inexcusable extravagance and 
waste which Senator Borah says is too greatly extended? Is it 
a new tax law, with further penalties on success and thrift? It 
is often said that the remedy lies in the vote, but I doubt it. In 
my opinion, the remedy lies in the temporary withdrawal of 
campaign contributions by business-men. 

My suggestion is that Republican and Democratic business- 
men alike refuse to contribute a single dollar to either party unless 
and until legislation has been enacted—not promised—which 
means lower expenditures. Then we can have lower tax rates. 
After that and not before business-men should demand a new 
tax law. 

In the meantime, congress should not be permitted to change 
the present law by so much as a comma. We should not trust our 
representatives until by repentance and good conduct they show 
themselves worthy of trust. 

Our representatives claim that in this country the majority 
must rule, that the corner-stone of our republic is the principle 
of representative government and that majorities express their 
wills through chosen representatives. The rights of the great 
body of citizens are thus in theory protected by those who de- 
vote their time and talents to supervisory duties and the enact- 
ment of beneficial laws. 

It is claimed that the minority acquires more wealth than the 
majority of the people and more than a fair share of the wealth 
of the world. Therefore, these representatives of the majority 
think they must do one of two things: take it away from those 
who have and give to those who have not, or have the govern- 
ment take it away and use it for the good of all. 

In reality they do nothing logical. They have invented a 
way of their own. They do take it from those who have and in 
a sense those who have not may get a little of it when it is 
wasted. Most of the money which is taken away from the rich 
is spent by the government, not held for the good of anyone, be- 
cause the spenders and recipients of ill-gotten wealth rarely bene- 
fit therefrom. 

We are probably the only country in the world, except Rus- 
sia, where discrimination is exercised in favor of the idle rich 
against the industrious and productive rich. The idle rich are 
permitted to buy tax-free securities and live in luxury free from 
a proper share of the burdens and cost of government. When 
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there is a premium on idleness and waste, why attempt to create 
new wealth, if all of the wealth which you create is to be ex- 
cessively taxed or taken away from you in some other way? — 

Congress in practice disregards the ethics of election methods. 
In public they make much of the use of improper methods. 
In public they assail the wicked rich minority. At election time 
they depend upon the contributions of precisely the same minority 
to elect them. 

If the pure and poor majority want representation to pro- 
tect themselves against the corrupt and rich minority, why do not 
the minority compel these representatives to look to the majority 
for election expenses? 

If the representatives are in duty bound to legislate for the 
majority why do they need or accept help from the minority? 

We follow Russia’s lead in damning and taxing the in- 
dustrious rich, but so far we have not followed her lead in kill- 
ing the idle rich. I hesitate to mention this, because I feel sure 
that it is a thought which will appeal to some of our congressmen 
and many of their constituents. When they realize the vote- 
getting potentialities and how few men there are to kill com- 
pared with the possible number who will be pleased, we may 
expect some weird new laws. Men of ability, of daring and 
superior imagination must not be allowed to accumulate wealth! 
Shall they be taxed to death or locked up? 

Some who have given much thought to the subject favor 
the repeal of income taxes on business and the substitution of a 
tax on gross receipts. It may be worth while to try it. It would 
be no worse than the excess-profits tax. 

I have an open mind on a turnover or general sales tax. 
The arguments of the proponents are highly inconsistent and are 
weakened by overzeal. There is no agreement on the exceptions. 
If farmers and bankers and professional men and many others 
are not subject to the tax, it would seem to throw an undue bur- 
den on commercial business. I am not convinced that one or more 
billions of dollars when extracted from gross income is less of a 
burden than if it is imposed on net income. I am not sure that 
the tax can be passed on when it is vitally important to do so. 
When large profits are being made no doubt the tax can be passed 
on, but when a corporation is earning large profits a tax of 1244 
per cent. of such profits is not oppressive. When a business is 
losing money or making very little I feel quite confident that 
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there will be difficulty in passing a sales tax on. If it is within 
the power of business-men to pass on increases in prices, why 
haven't they done more of it during the last year or two? Rais- 
ing and passing are troublesome factors in business as well as in 
other pursuits. If the sales tax cannot be passed on, the burden 
will be vastly greater than a 1214 per cent. tax on net income. 

I am not impressed with the records of sales-tax experiences 
in our own and other countries. The Philippines and Mexico 
are held up as successful users of a sales tax. It has been so 
snecessful in the Philippines that they are about to double it! 
In Mexico, on authority of one of its financial officers, it was 
largely helpful in the rehabilitation of the country’s finances! The 
officer says in a letter addressed to the Tax League of America, 
dated April 15, 1921: 


The amount of the tax at present is one-half of 1 per cent. This 
tax has been in existence so long, and the people have become so thor- 
oughly accustomed to it that it is collected without friction or diffi- 
culty of any kind and on account of the amount being so small the 
customer pays it unconsciously. It is economically collected and 
uniformly produces a very important item of the revenue. 


Secretary Mellon must be stubborn, because he has refused 
to recommend it in the financial plans for the financial rehabilita- 
tion of this country. Of course, he may be ignorant of the 
fact that Mexico ever did rehabilitate her finances, either through 
a sales tax or in any other way. 

For the present we are not likely to have a sales tax in the 
place of all other business taxes. But the possibility of the en- 
actment of such a law is another argument against any change, 
during 1923, in the present revenue act. 

A few days after I wrote the foregoing, the Wall Street 
Journal contained the following: 


Wall Street has been so long disfranchised that it is inclined to 
take less interest in election results than politicians suppose. The 
same could be said for the general business of the country, but with 
reservations. People in the wool-growing business, for instance, 
want favors from congress and are willing to pay for them. No doubt 
the beet-sugar interests will come across with a handsome contribution 
for the expenses of the November election. But the only favor Wall 
Street would be willing to buy from congress, through campaign 
contributions, would be the assurance that congress would refrain 
from meddling with what it doesn’t even want to understand. * * * 

So far as the members of the house of representatives and the 
senate are concerned, the overwhelming part of the business of the 
country not interested in tariff favors owes them no thanks. 

To those greatly influential business men who read The Wall 
Street Journal it is therefore said that in the forthcoming election 
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they should not subscribe a single penny toward the election of any 
candidate. The proportion of such candidates with any sound busi- 
ness principle or sense of proportion is so small that it is not worth 
consideration. Congress has done its worst to us. Campaign contri- 
butions now are merely blackmail. But if the men who can afford 
contributions will consistently refuse to make them we shall soon 
have a different kind of politician. He will realize that he should 
be part of the prosperity of the country, with its government con- 
ducted on strong and sane lines. It is obviously better that this lesson 
should be learned now rather than in 1924. 


It is thus evident that serious consideration is being given 
to the mistakes of the past. When those who contribute to cam- 


paign expenses can be assured that business will receive a square 
deal it will be time enough to talk about a new tax law. 
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Taking the Examination 
By J. Hucu JACKSON 


During recent years there has been a great deal of discus- 
sion, both oral and written, concerning the prevalency of fail- 
ures among those who have sat for the American Institute or 
for various C. P. A. examinations. The percentage of failures 
has been entirely too large—nearly everyone agrees to that— 
but there has been by no means a unanimity of opinion as to the 
real cause or causes of these failures. Certain critics have been 
prone to place the blame upon the various boards of examiners, 
believing that the questions asked have been too long or too hard, 
or have not been clearly stated, or for other reasons have not 
been a fair means of testing the applicant’s right to be admitted 
into the membership of the Institute or to be certified as a public 
accountant in the state where he has made his application. 

A study of the recent examinations set by the American 
Institute of Accountants must lead one to the conclusion that 
the examinations have not been too long or too hard. Further- 
more, where two or more interpretations might have been placed 
upon a problem (and such problems have been comparatively few) 
the writer is frankly of the opinion that any reasonably sensible 
interpretation and any reasonably sound solution would have 
been taken by the respective examiners as an acceptable answer. 
It must be acknowledged that the above is only a matter of per- 
sonal opinion, but is it not reasonable to believe that any group 
of leading accountants of any state body or of the national 
organization would impartially and with all fairness give every 
consideration to the examinee? We believe this is the only 
fair assumption that can be made, and we believe further that 
if a roll-call were taken of everyone who has taken the Institute 
or similar examinations within recent years—regardless as to 
whether the examinees were successful or not—fully ninety per 
cent. of the applicants would say unhesitatingly that the examina- 
tions were entirely fair and that the marks received were all 
that could have been expected. 

Contra critics, however, have maintained that the large per- 
centage of failures resulted mainly because of the inexperience 
or other unpreparedness of the applicant. It is true that some 
are not by nature or by training qualified to do public account- 
ing work, some have had insufficient training, while others are 
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lacking in experience—but are any of these reasons the major 
cause of so many failures? We believe not. The training and 
other qualifications of an applicant are supposedly quite care- 
fully inquired into, and it cannot be maintained that boards of 
accountancy everywhere are negligent in this respect. Is it not 
also true that many applicants who fail miserably in such a 
written examination would have little or no trouble in perform- 
ing similar work on an assignment? And, on the other hand, 
are there not those who do well in an examination but are 
largely lacking in the experience necessary to do the same work 
on an audit? In an increasing number of cases undergraduates 
in university courses in accounting have been successful in pass- 
ing certain state examinations, though they have had no practi- 
cal accounting experience. Is it experience alone which is lack- 
ing or is necessary ? 

What is it, then, which hinders most the applicant in pass- 
ing his examination? It is undoubtedly partly due to a lack of 
knowledge of accounting, and partly to lack of accounting ex- 
perience, but more than either of these we believe that such fail- 
ures arise from a lack of knowledge of how to take an examina- 
tion. It is this which we intend briefly to discuss, in the hope that 
it may prove of material assistance to those contemplating tak- 
ing the Institute or other examinations. 

Obviously, one need not only to know his subject, but also 
to have in his own mind an orderly arrangement of the material 
on the subject, if he is to be successful in any written examina- 
tion. But more than that, the examinee must have confidence 
in himself that he knows his subject. He should think 
of the examination largely as he would think of an assignment 
of his firm, and of the examiners as he would of the client. He 
should forget that it is an examination and thus he will succeed 
much more easily than if he becomes nervous and excited about 
it before the examination begins. 

Do not study up to the last minute, but rest and thoroughly 
relax at least one day before the examination. Thus one will 
come to his examination well prepared to do clear and effective 
thinking. He should endeavor to do no studying, or as little as 
possible, between the sessions of the examination, but rather 
save his strength for the examination itself. Instead of study- 
ing between the daily sessions of the examination, let him take 
a brisk walk in the open air—keep himself physically fit. 
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The following suggestions, then, are presented with refer- 
ence to the actual examination and it is believed they will be 
found of assistance, particularly to those who are not accustomed 
to taking examinations. They are as follows: 

1. Know definitely in advance the exact time allowed for 
the particular sessions of the examination, that is, when 
the examination is to begin and how many hours are 
allowed for its completion. 

2. Be certain, before going to the examination to have 
plenty of working materials—two fountain pens, or 
several well-sharpened pencils should be available. 

3. The examinee should lay his watch out before him, and 
work by his watch. 

4. Upon receiving the examination questions he should— 

(a) Note specifically how many questions must be 
answered, and if certain questions (and which 
ones) are required ; 

(b) Read through the entire set of questions, and 
note (at least mentally) which questions he in- 
tends answering ; 

(c) Allot the time to the individual questions some- 
what in accordance with the credit which is to 
be given each question (for instance, if there are 
five questions to be answered in four hours, it 
may be that the first question will require ap- 
proximately one hour, the second question two 
hours, and the other three questions twenty 
minutes apiece). In case more credit is to be 
given one question than another the examiners 
usually state the relative credit which each ques- 
tion is to receive. 

5. The examinee is now ready to begin actual work (twenty 
to thirty minutes out of four or five hours may be very 
profitably spent in the preliminary survey). He should 
work steadily, but not too rapidly. Do not try to hurry, 
for that will almost surely cause one to make an error 
or to omit some important point. 

6. In taking up each individual question, he should first 
read it entirely through. Try to determine what point 
of principle or procedure the examiner wants to illus- 
trate in that problem, and then “hit it hard.” Endeavor 


348 














Taking the Examination 











to work intelligently, and not in the dark as to what is 
wanted. Answer fully, but briefly, every point in the 
problem, but when an answer is completed and the ex- 
aminee has given the reasons for it, he should stop. A 
good answer may be easily spoiled by unnecessary addi- 
tions, which show that after all the examinee did not 
fully understand the problem. 

In case two or more interpretations can be placed upon 
the problem, or in case there are two or more ways of 
handling an item, the examinee should give briefly the 
several possibilities and should state definitely which in- 
terpretation or method he has chosen, and why he has 
chosen it. (Illustration: Discount on sales may either 
be deducted from gross sales, or may be treated as a 
selling expense, or may be considered a financial trans- 
action. Recently an examinee, in one state C. P. A. 
examination, deducted discount on sales from gross 
sales; a transcript made of the examination paper 
showed that the examiners had marked it “wholly 
wrong,” and had failed him on that problem. If the 
several possible methods had been stated, the examinee 
iight have been more successful. ) 

Likewise, if in doubt as to the meaning of a question, 
the examinee should state briefly his understanding of 
it and give his answer. Then he should explain briefly 
how any other construction would affect the answer. 


8. Follow instructions, and endeavor to visualize exactly 


what happened and the sequence of the transactions. If 
journal entries are requested, the examinee should put 
the answer in the form of journal entries, regardless of 
his own ideas as to the best method of stating the 
solution. Record what happened in as clear and logical 
a way as possible—each statement or account should 
be clearly stated and should be properly set off by itself. 


9. When the allotted time has been given to one problem the 





examinee should stop at once and take up the next 
problem or question. (In case only a few minutes more 
will complete the problem, the examinee is of course 
supposed to show judgment in his action, but ordinarily 
the next problem should be taken up at once.) Upon 
the completion of the other problems or questions, if 
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there is yet time, the examinee may return and complete 
the former problem. In general, it is safe to say that 
the examiners are more interested in one’s grasp of 
fundamentals than that he should get every answer 
arithmetically correct ; and a candidate will stand a much 
better chance of passing his examination if he brings out 
the real points in all the questions—even though slight 
errors may exist in the results. 

Yet the examinee should be careful in regard to tech- 
nique, or to the mechanics of his work. The neatness of 
the work will make a decided impression upon the mind 
of the examiner, and careless work will involuntarily 
mark the examinee as slovenly and careless in his habits 
of thinking. Writing should be plain, and figures not 
crowded. 

10. Upon completing the examination paper one should go 
over the answers carefully, and not hurry away from the 
examination. Many a man has saved his examination 
by just this procedure, and if time remains to do so no 
examinee should even think of leaving an examination 
without carefully reviewing his paper. 

11. First, last, and all the time, keep cool—Do not lose your 
head. If one feels that he is about to “blow up” he 
should just lay down his pencil for a few minutes and 
absolutely forget the work. It may be that he needs 
the time, but a few minutes’ relaxation will be the 
best thing he can have, both for himself and for his 
examination. 

The individual who has never experienced the strain and 
weariness of a long examination, oftentimes not only requiring 
high-grade technical knowledge but as well a struggle against 
time, little appreciates what it means. The real point is, how- 
ever, that while it may be difficult it is far from being impossible, 
and the accomplishment is well worth any sacrifice made. The 
examinations have been passed and they will continue to be 
passed ; any individual with an adequate knowledge of accounting 
and of the kindred subjects, with the required amount of ex- 
perience, with reasonable confidence in himself, and with a knowl- 
edge of how to approach an examination may feel reasonably cer- 
tain of obtaining his Institute or C. P. A. certificate whenever he 
makes the attempt. 
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Regulation of Security Issues 


The president of the New York Stock Exchange, Mr. Sey- 
mour L. Cromwell, in a recent address discussed the subject of 
publicity in connection with the issuance of securities and the 
remedies for bucketshops and fraudulent stock promotions. Mr. 
Cromwell recognized the evils that exist and the responsibility 
resting upon the stock exchanges in connection therewith, and 
pledged the important exchange which he represents to full co- 
operation in carrying forward a sane programme of reform. 
After discussing the defects of various measures, which have 
been proposed, Mr. Cromwell, as reported in the daily press, 
urged the following constructive measures: 

“Our position,” he said, “is simply this: 

“If we are to have new legislation, let us make sure that 
the new laws really get down to the root of the evil. We al- 
ready have punitive laws. Let us find additional ways of making 
such laws applicable to offenders and of making their enforce- 
ment more easy. 

“A simple way of getting right down to the bottom of our 
problem would be the passage of a law requiring full publicity 
in connection with the issuance of securities and the status of the 
issuing companies. That is in line with the English practice. 

“Require that sworn statements be filed prior to the issuance 
of securities and semi-annually thereafter, and that the state- 
ments give adequate information concerning the flotation and 
the financial position of the issuing companies or parties, and 
also concerning their operations and earnings. That would strike 
a vital blow at the fake promotion because you would get the 
jump on it from the start. 

“Officials of companies whose securities are offered for sale 
would immediately lay themselves open to punishment and could 
be easily reached by the present laws if they furnished doctored 
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information to bolster up a swindling promotion. Let us pin the 
responsibility where it belongs, on the people who furnish the 
background for the dealer in fake securities, and we will soon 
make it impossible for such dealers to operate. 

“That kind of legislation the stock exchange will support— 
something that is simple, direct, easily enforceable and that will 
really give protection to the public.” 

Most reformers in this field have spoken with more zeal than 
knowledge and have urged legislation which would be too far- 
reaching and bound, therefore, to be ineffective. Human nature 
being as it is, financial speculation can not be abolished; indeed, 
economic progress would undoubtedly be retarded if it were 
abolished. The pioneer in every field is in a sense a speculator, 
although it does not necessarily follow that every speculator is a 
pioneer. If people wish to invest in speculative securities they are 
entitled to do so. They may be foolish and perhaps ought to be 
dissuaded from their course, but such work does not belong to 
the legislature. What can and should be done by legislation and 
effective public administration is to throw a light of publicity 
upon the issuance of securities that will enable investors to judge 
for themselves whether a given security is sound or whether and 
to what extent it is speculative. The investor has a right to in- 
vest in a speculative security, but he is wronged when a specu- 
lative security is represented to him as a sound, conservative in- 
vestment. Further than this he is entitled to be protected against 
secret contracts or arrangements among those on the inside. 

Mr. Cromwell does not present his programme as something 
new or novel but states that it is along the lines of the English 
practice, and he might have added truthfully that this practice 
has worked well for many years. The provisions of the English 
companies act relating to this general subject have to do with (a) 
prospectuses, (b) reports required from companies, and (c) the 
audit of the accounts submitted to stockholders, and at the risk 
of repeating what is familiar to many of our readers the more 
important of these provisions are given as follows: 


PROSPECTUSES 


See. 81—(1) Every prospectus issued by or on behalf of a company, 
or by or on behalf of any person who is or has been engaged or interested 
in the formation of the company, must state— 

(a) the contents of the memorandum, with the names, descriptions, 
and addresses of the signatories, and the number of shares sub- 
scribed for by them respectively; and the number of founders 
or management or deferred shares, if any, the nature and extent 
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of the interest of the holders in the property and profits of the 
company; and 

(b) the number of shares, if any, fixed by the articles as the qualifi- 
cation of a director, and any provision in the articles as to the 
remuneration of the directors; and 

(e) the number and amount of shares and debentures which within 
the two preceding years have been issued, or agreed to be issued, 
as fully or partly paid up otherwise than in cash, and in the 
latter case the extent to which they are so paid up, and in either 

j. case the consideration for which those shares or debentures have 
been issued or are proposed or intended to be issued, and 

(f) the names and addresses of the vendors of any property purchased 
or acquired by the company, or proposed so to be purchased or 
acquired, which is to be paid for wholly or partly out of the 
proceeds of the issue offered for subscription by the prospectus, 
or the purchase or acquisition of which has not been completed 
at the date of issue of the prospectus, and the amount payable 
in cash, shares, or debentures, to the vendor, and where there 
is more than one separate vendor, or the company is a sub- 
purchaser, the amount so payable to each vendor: provided that 
where the vendors or any of them are a firm the members of 
the firm shall not be treated as separate vendors; and 

(g) The amount (if any) paid or payable as purchase money in cash, 
shares, or debentures, for any such property as aforesaid, speci- 
fying the amount (if any) payable for goodwill; and 

(h) The amount (if any) paid within the two preceding years, or 
payable, as commission for subscribing or agreeing to subscribe, 
or procuring or agreeing to procure subscriptions, for any 
shares in, or debentures of, the company, or the rate of any 
such commission: provided that it shall not be necessary to 
state the commission payable to sub-underwriters; and 

(i) The amount or estimated amount of preliminary expenses; and 

(j) The amount paid within the two preceding years or intended to 
be paid to any promoter, and the consideration for any such pay- 
ment; and 

(1) The names and addresses of the auditors (if any) of the com- 
pany; and 

(m) full particulars of the nature and extent of the interest (if any) 
of every director in the promotion of, or in the property pro- 
posed to be acquired by, the company, or, where the interest 
of such a director consists in being a partner in the firm, the 
nature and extent of the interest of the firm, with a statement 
of all sums paid or agreed to be paid to him or to the firm in 
cash or shares or otherwise by any person either to induce him 
to become, or to qualify him as a director, or, otherwise for 
services rendered by him or by the firm in connection with the 
promotion or formation of the company. 


REPORTS AND AUDITS* 


106. Once at least in every year the directors shall lay before the 
company in general meeting a profit-2nd-loss account for the period since 
the preceding account or (in the case of the first account) since the 
incorporation of the company, made up to a date not more than six 
months before such meeting. 








107. A balance-sheet shall be made out in every year and laid before 
the company in general meeting made up to a date not more than six 
months before such meeting. The balance-sheet shall be accompanied 


*Nore: Similar provisions appear under section 94-A of the Dominion com- 
panies act (1908) as amended in 1917 in Canada. 
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by a report of the directors as to the state of the company’s affairs, and 
the amount which they recommend to be paid by way of dividend, and 
the amount, if any, which they propose to carry to reserve fund. 


_ 108. A copy of the balance-sheet and report shall, seven days pre- 
viously to the meeting, be sent to the persons entitled to receive notices 
of general meetings in the manner in which notices are to be given here- 
under. 


109. Auditors shall be appointed and their duties regulated in accord- 
and with sections one hundred and twelve and one hundred and thirteen 
of the companies (consolidation) act, 1908, or any statutory modification 
thereof for the time being in force. 

Under the foregoing provisions the most speculative enter- 
prise can be floated and anyone familiar with the prospectuses 
appearing from time to time in England is struck by the number 
of highly speculative issues; but the investor in such securities 
knows that he is taking a risk and he also knows that the com- 
pany officials, promotors and bankers are responsible for the 
representations made to him. In like manner an investor seeking 
a safe investment can identify that article, and all investors know 
that a high standard of good faith is required of everyone who 
offers securities to the public. This is the end to which we should 
aim, and the recommendations made by Mr. Cromwell are timely 
and wise. 





Federal Tax Problems 


Federal taxation was the subject of two of the papers pre- 
sented at the September meeting of the American Institute of 
Accountants and both of them appear in this number of THE 
JournaL, Mr. Montgomery does not, indeed, discuss taxes so 
much as the attitude of members of congress and American 
business men toward the subject. Business men could influence 
congress if they would think through financial and economic 
problems. They ought to be able to advise upon these matters, 
but when business men appear before congress or its com- 
mittees they too often come seeking a benefit for themselves or 
their trade-group or else they want to show how to place a 
burden on some other group. ™ is not strange, therefore, that 
business men fail to influence legislators more than they do. 

The fact is that our tax problems are so complicated that 
there are few men in or out of congress who have gone far 
below the surface. This is excellently illustrated by the fact 
that upon so fundamental a question as that of the taxation of 
capita: yains there is still room for difference of opinion. Mr. 
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May’s paper upon this subject certainly shows that our attempts 
to tax such gains as income have produced highly imperfect 
results. When a few years ago, we adopted the income tax 
we decided, with substantial unanimity, to tax capital gains and 
now we are not happy over it. England, with a much longer 
experience in income taxation, has not taxed capital gains, but 
of late she has shown signs of uneasiness over her methods. 

During the war it was often said that the world was going 
to be different, and, while we now have less optimism about 
the kind of new world, we realize that the world is different, 
and in nothing is it more different than in its tax problems. 
To compare pre-war tax laws with the provisions of the revenue 
act of 1921 is like comparing the “one hoss shay” with a high- 
powered motor car. At first we thought the problem was one 
of rates, and in a sense it is, but we now find that high rates 
bring a whole train of circumstances in their wake—things 
which nobody thought of before and not the least disconcerting 
of the lot is the fact now amply proven that very high rates 
tend to defeat their purpose and soon lose productivity. Per- 
haps it is something like the old law of nature which provides 
in the animal world that as the scale of intelligence increases 
the rate ot productivity decreases. 

It will probably take years of practical experimentation to 
determine the best tax policy. Little light is thrown upon the 
subject by past experience; and we have been and still are 
facing what is in fact an enitrely new problem, although it came 
to us clothed in the garb of an old problem. The amount of 
revenue that must be raised by taxation is so staggering that 
all our tax machinery was inadequate and it is not to be mar- 
velled at that our first and somewhat hastily devised plans have 
not worked entirely well. In perhaps no other field of human 
effort is there a wider difference between theory and practice. 
In theory the excess-profits tax can be defended. It is logical 
and appears to be sound. In practice it has proved to be im- 
possible, except during war time and as a war measure. As a 
permanent institution its machinery is too complicated to work. 
The real argument against an excess-profits tax is found, there- 
fore, not in theory but in its impracticability. Much the same 
considerations apply to the allowance of a deductioin for de- 
pletion in computing taxable net income. In theory such a 
deduction seems imperative but in practice it involves questions 
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of valuation, of engineering and of accounting which may 
well lead one to ask whether the matter could not better be dealt 
with by some special allowance or by a change in the rates 
applicable to income from natural resources. 

The taxation of capital gains is probably more sound in 
theory than the other rule which has been followed so long by 
England. If the plan is unsound, it must, we think, be unsound 
because in practice it does not yield satisfactory results, and 
before accepting this point of view the students of the subject 
will want to study the defects and if possible cure them by less 
drastic action than would be involved in a reversal of policy. 
One other form of tax seems to merit more discussion than has 
yet been given to it. Last year Representative Mills of New 
York introduced in congress a bill providing for a tax on 
spendings. Probably the need for revenue could not be met 
entirely by a spendings tax alone, and it would have to be 
coupled for the time being at least with an income tax. Having 
regard to the vast and growing bulk of tax-free income and the 
delay that must be encountered in securing a constitutional 
amendment permitting the taxation of income from future issues 
of state and municipal securities, the situation is most unsatis- 
factory and a spendings tax offers a means of at once imposing 
a tax which will to some extent be levied upon the persons who 
now enjoy tax-exempt income. 

Accountants ought to lead in the discussion of these tax 
problems and THE JouRNAL will welcome thoughtful contribu- 
tions upon the subject. 
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American Institute of Accountants 


ANNUAL MEETING AT CHICAGO, ILLINOIS, 
SEPTEMBER 19 AND-20, 1922 


The regular annual meeting of the American Institute of Accountants 
was held at the Drake Hotel, Chicago, Illinois, September 19 and 20, 1922. 

The first session was opened by invocation by the Reverend Albert J. 
McCartney, D.D. 

Minutes of the preceding meeting were approved. 

Reports of the president, auditors and council were received. 

The meeting approved the action of the council in ratifying an 
agreement with the American Institute of Accountants Foundation, a 
new organization created to administer the endowment fund . » 
Institute. 

Upon motion a new rule of conduct which had been adopted a the 
council was approved. The rule follows: 


“No member or associate of the Institute shall advertise his or her 
professional attainments or services through the mails, in the public 
prints, or by other written word; but any member or associate may 
cause to be published in the public prints or otherwise, what is technically 
known as a ‘card.’ A card is hereby defined as an advertisement of 
the name, title (member of American Institute of Accountants, C. P. A., 
or other professional affiliation or designation), and address of the ad- 
vertiser without further qualifying words or letters; or in the case of 
announcements of charge of address or personnel of firm the plain state- 
ment of the fact for the publication of which the announcement purports 
to be made. Cards permitted by this rule when appearing in newspapers 
shall not exceed two columns in width and three inches in depth; when 
appearing in magazines, directories, and similar publications, cards shall 
not exceed one quarter page in size. This rule shall not be construed to 
inhibit the proper and professional dissemination of impersonal informa- 
tion among a member’s own clients or personal associates, or the properly 
restricted circulation of firm bulletins containing staff personnel and pro- 
fessional information.” 


A paper by Robert H. Montgomery entitled, Why Should We Have a 
New Federal Tax Law* was read. 

At the opening of the afternoon session of September 19th a paper 
entitled Reservest was read by H. A. Finney and followed by discussion. 

After consideration of the report of the committee on professional 
advancement several subscriptions to the publicity fund were made and 
it was resolved that further development of a plan of publicity should 
be referred to the incoming council. 

At the morning session of September 20th several amendments to 
the constitution and by-laws were considered. Those which were ap- 
proved are as follows: 

The constitution, article III, to be amended by inserting after section 
4 a new section as follows: 


“Section 5. In the event of a vacancy or vacancies occurring in 
the membership of council between meetings of the Institute the coun- 


Pt Sg r is published elsewhere in this issue “ a Journat or ACCOUNTANCY. 
D jocunas or Accountancy, October, 1 
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cil shall be empowered to elect a member or members of the Institute 
to fill, until the next annual meeting, the vacancy or vacancies so 
occurring. Such election may take place at any regular or special 
meeting of the council, or in lieu of a meeting nominations may be 
called for by the president and the names of the nominees may be sub- 
mitted to the membership of council for election by mail ballot. A 
majority vote of the council shall elect.” 


The constitution, article IV, section 1, to be amended by adding at 
close of the section two new paragraphs to read as follows: 


“The committee on nominations shall consist of seven members 
in practice. At the meeting of the council held on the Monday pre- 
ceding the annual meeting of the Institute or any adjournment thereof 
the council shall elect from among its number, other than officers 
or those whose terms expire within one year, two members of the 
council to serve on the committee on nominations. At the annual 
meeting of the Institute the members present shall elect from among 
the members in practice five members of the committee on nomina- 
tions, other than officers or members of the council. This com- 
mittee shall make nominations for officers and members of the 
council, Such committee shall serve for a period of one year and 
until its successors are elected and qualify, and shall make such 
nominations as shall be required at least sixty days prior to the 
annual meeting for the following year. Such nominations shall be 
sent to the members at least thirty days prior to the annual meeting. 

“Any ten members of the Institute may submit independent nomi- 
nations provided that such nominations be filed with the secretary 
at least twenty days prior to the annual meeting, such independent 
nominations to be sent to the membership at least ten days prior to 
the annual meeting. Nominations for officers and members of the 
council may be made from the floor at the time of the annual meeting 
only by the consent of the majority of the members present in 
person.” 


The constitution, article V, section 2, to be amended to read as 


follows: 


“Section 2. The board of examiners shall hold examinations 
annually or, if deemed expedient, semi-annually for candidates. Such 
examinations shall be oral or written or partly oral and partly 
written, and by this or such other methods as may be adopted the 
board of examiners shall determine the technical qualifications and 
the preliminary education and training of ali applicants for member- 
ship before applications are submitted to the council. The examina- 
tions shall be held simultaneously in different parts of the country 
at sucn places as may be determined by the board of examiners where 
applicants for admittance may conveniently attend.” 


The constitution to be amended by inserting the following to be 


numbered article V: 


ARTICLE V. 


“Upon application to the council of the Institute and subject to 
its approval there may be organized in any state, by members resident 
or having a place of business therein, a subsidiary body to be known 
as a chapter of the American Institute of Accountants under such 
rules and regulations as the council of the Institute may prescribe.” 

The present article V to be numbered article VI, and the present 
article VI to be numbered article VII. 


The constitution, article VI, to be amended by deleting sections 1 and 


2 and substituting therefor : 


“Amendments to the constitution or by-laws of the Institute shall 
be made only at the annual meeting thereof, and by a two-thirds 
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vote of the members present, but before becoming effective shall 
be submitted for a mail vote to the entire membership of the 
Institute, and when approved in writing by a majority thereof 
shall be declared by the president to be effective. All propositions to 
amend prepared by the committee on constitution and by-laws shall 
be embodied in the call for the meeting at which such amendments 
are to be submitted. It shall be compulsory for the secretary to 
embody in the call for the annual meeting any other propositions to 
amend of which he shall have had notice endorsed in writing by 
thirty or more members in good standing at least sixty days prior 
to the annual meeting.” 








The by-laws, article I, section 2, to be amended to read as follows: 
“Section 2. The accounts of the Institute shall be audited by 

two auditors elected at the annual meeting, who shall report at the 

next annual meeting. The books and accounts shall be submitted by 


the treasurer for audit at least one week preceding the date of the 
annual meeting.” 





The by-laws, article I, section 4, to be amended to read as follows: 
“The council may, in its discretion, delegate to the executive 
committee all functions of the council except election of officers and 
members, the right to review the rules and regulations of the board 
of examiners, discipline of members, filling a vacancy in the executive 
committee and the adoption or alteration of a budget.” 


The by-laws, article I, section 6, to be amended to read as follows: 


“Section 6. The office of 2 member of the council shall be 
rendered vacant by his absence from four consecutive meetings of the 
council.” 


The by-laws, article IT, section 2, to be amended to read as follows: 

“Section 2. Any member of the Institute may be represented 
at regular and special meetings of the Institute by another member 
acting as his proxy, provided, however: . 

“(a) that no person shall act as a proxy for more than five 
members ; 

“(b) that no proxy given shall confer power of substitution and 
that all proxies shall become null and void with the final adjourn- 
ment of the meetings for which they were given.” . 


These amendments have been submitted to the membership of the 
Institute for referendum ballot and must receive an affirmative vote of 
the majority of the voting membership before becoming effective. 

The following were elected officers and members of council for the 
ensuing year: 

President: Edward E. Gore 

Vice-presidents: John R. Loomis, Norman McLaren 

Treasurer: Arthur W. Teele 

Council for five years: 


Elmer L. Hatter 

J. Edward Masters 
James S. Matteson 
Robert H. Montgomery 
Carl H. Nau 

John B. Niven 

- E. G. Shorrock 


Council for four years: 
: Clifford E. Iszard 
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Council for three years: 
Charles R. Whitworth 


Council for two years: 


George S. Olive 
Charles E. Mather 
C. E. Wermuth 


Council for one year: 
P. L. Billings 


At the afternoon session on September 20th a paper entitled Treat- 
ment of Foreign Exchange in Branch-office Accounting* by Cecil S. 
Ashdown, and a paper entitled Taxation of Capital Gainst by George O. 
May were read and followed by discussions. 

Votes of thanks to the committee on meetings, to the Illinois Society 
of Certified Public Accountants and to the authors of papers were unani- 
mously adopted. 

A motion expressing the appreciation of the Institute of the services 
rendered by Elijah W. Sells during his tenure of office as a member of 
council and of committees was adopted following announcement of Mr. 
Sell’s resignation from committee activities. 

The annual banquet was held at the Drake Hotel on September 20th. 
The toastmaster, William M. Lybrand, introduced the following speakers : 
Captain Imbray, General H. M. Lord, director of the bureau of the 
budget, J. Adam Bede and President Edward E. Gore. 





*See Tue Journat or Accov incy, October, 1922. 
tThis vaper is published elsewhcre in this issue of Tue Journac or ACCOUNTANCY. 
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Income-tax Department 


Epitep By STEPHEN G. Rusk 


An interesting problem confronted by the solicitor and disposed of 
by him, as set forth in solicitor’s opinion 144, is published in this month’s 
issue. A corporation declared a stock dividend of an amount equalling 
its accumulation of profits from February 28, 1913, to the date of the 
issuance of the dividend. It then declared and paid a cash dividend out 
of its earnings accumulated prior to February 28, 1913. The manner in 
which the solicitor arrived at the conclusion that “the cash dividend con- 
stitutes a taxable distribution under section 201 of the revenue act of 
1918” is most interesting. It is difficult for the lay mind to follow the 
solicitor’s reasoning and it may be that his position would not be sustained 
were the question taken to the courts for adjudication. 

The attorney general has given an opinion on “the basis of deter- 
mining taxable gain and deductible loss in case of property acquired 
prior to March 1, 1913, and sold or disposed of subsequent thereto.” To 
those who wish to be informed on the latest ruling on this subject we 
commend the reading of treasury decision 3393 published herein. 

Section 231 of the weverue act of 1918 exempts certain organizations 
from taxation. Paragraph 10 of that section reads as follows: 

“Farmers’ or other mutual hail, cyclone or fire insurance companies 

* * * * of-a purely local character the income of which consists 
solely of assessments, due and fees collected from members for the 
sole purpose of meeting expenses.” 

The kind of an organization thus described is exempt from taxation. A 

corporation which according to its description by the board of appeals 

and review is a 
“reciprocal indemnity exchange through which certain individuals, firms 
and corporations conduct a limited insurance on the reciprocal or inter- 
insurance plan, through an attorney in fact, the O Company, having 
power to issue policies, collect premiums and adjust losses; it further 
appears that each subscriber acts individually and deposits a fixed 
amount to pay losses; that such deposit is held by the attorney in fact 
and is kept in a separate account in the name of the depositor and at 
the end of the period for which the insurance runs, any balance of the 
amount so deposited goes to the depositor” 

claims exemption under the provisions of sections 231 (10) quoted above, 

but was denied such exemption. 

Read the recommendation of the board of appeals and review and 
learn how narrow a line can be drawn between that which must and 
must not be present for such a corporation to be ruled exempt. This 
company deposited amounts in advance of the “assessment” and to take 
care of the expenses and losses when accrued and were incurred. A 
solicitor’s opinion rendered prior to the consideration of this case had 
defined “assessment” as implying “a payment in which the policyholder 
has no further right or claim. In other words the essence of an assess- 
ment is that the amount thereof is dedicated to the payment of losses or 
expenses incurred or to be incurred with no right on the part of the 
person paying the same to a refund of any portion thereof, while a 
premium deposit contemplates a return or the right to a return to the 


361 





a 





The Journal of Accountancy 








policyholder of the part of the amount deposited not needed for the pay- 
ment of losses, etc.” 
Verily, the processes of the legal mind are difficult to comprehend. 


TREASURY RULINGS 
(T. D. 3393,-September 12, 1922.) 
Income tax—Opinion of the Attorney General. 


Basis for determining taxable gain or deductible loss in the case of 
property acquired prior to March 1, 1913, and sold or disposed 
of subsequent thereto. 

Where property acquired prior to March 1, 1913, is sold or disposed 
of thereafter— 

1. A taxable gain is realized if the selling price is greater than the 
value on March 1, 1913, and if that value is greater than the cost 
thereof, to the extent that the selling price exceeds the value on 
March 1, 1913. 

2. A taxable gain is realized if the selling price is greater than the 
cost and if the cost is greater than the value on March 1, 1913, to the 
extent that the selling price exceeds the cost of the property sold or 
disposed of. 

3. No taxable gain or deductible loss results if the selling price is 
greater than the value of the property on March 1, 1913, but less than 
the cost thereof. 

4. A deductible loss results if the selling price is less than the value 
on March 1, 1913, and if that value is less than the cost, to the extent 
of the difference between the value on March 1, 1913, and the selling 
price. 

5. No taxable gain or deductible loss results if the selling price is 
less than the value on March 1, 1913, but greater than the cost. 

6. A deductible loss results if the selling price is less than the cost 
and if the cost is less than the value on March 1, 1913, to the extent 
that the cost of the property disposed of exceeds the selling price thereof. 


The following opinion rendered by the attorney general under date 
of August 23, 1922, respecting the basis to be used for determining tax- 
able gain or deductible loss in the case of property acquired prior to 
March 1, 1913, and sold or disposed of subsequent thereto is published 
in full for your information and guidance: 


DEPARTMENT OF JUSTICE, 
Washington, August 23, 1922. 

Sir: I have the honor to acknowledge receipt of your letter of June 
26, 1922, in which you request my opinion as to the proper basis to be 
used, under the revenue acts of 1916, 1917, and 1918, in computing the 
taxable gain or deductible loss in the case where property, acquired prior 
to March 1, 1913, is sold or disposed of thereafter. Accompanying your 
letter was a brief submitted by the M company, in which the validity of 
the regulations of the internal revenue and the procedure thereunder are 
questioned by the company specifically as to the following cases: 

Where property acquired prior to March 1, 1913, is sold subsequent 
thereto at a price which is— ; 

(a) Greater than the value thereof on March 1, 1913, which was 
higher than cost, or : : 

(b) Greater than the cost thereof, which was higher than the value 
on March 1, 1913, or 

(c) Greater than the value thereof on Marcsh 1, 1913, but less than 
cost, or : 
(d) Less than the value thereof on March 1, 1913, which was less 


than cost, or 
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(e) Less than the value thereof on March 1, 1913, but greater 
than cost, or 

(f) Less than the cost thereof, which was less than the value on 
March 1, 1913. 

The provisions of the revenue act of 1916 material to the subject 
under consideration, and not changed in any way by the act of 1917, are: 

Sec. 2. (a) That, subject to such exemptions and deductions as are 
hereinafter allowed, the net’ income of a taxable person shall include 
gains, profits, and income derived from * * * ~businesses, trade, com- 
merce, or sales, or dealings in property whether real or personal, growing 
out of the ownership or use of or interest in real or personal property, 
also from interest, rent, dividends, securities, or the transaction of any 
business carried on for gain or profit, or gains or profits and income 
derived from any source whatever; 

. . * * * * * 

(c) For the purpose cf ascertaining the gain derived from the sale 
or other disposition of property, real, personal, or mixed, acquired before 
March first, nineteen hundred and thirteen, the fair market price or value 
of such property as ef March first, nineteen hundred and thirteen, shall 
be the basis for determining the amount of such gain derived. 

eS ee 

(a) For the purpose of the tax there shall be allowed as deductions— 

Fourth. Losses actually sustained during the year, incurred in his 
business or trade. * * *; Provided, That for the purpose of ascer- 
taining the loss sustained from the sale or other disposition of property, 
real, personal, or mixed, acquired before March first, nineteen hundred 
and thirteen, the fair market price or value of such property as of March 
first, nineteen hundred and thirteen, shall be the basis for determining 
the amount of such loss sustained; 

Fifth. In transactions entered into for profit but not connected with 
his business or trade, the losses actually sustained therein during the 
year to an amount not exceeding the profits arising therefrom ; 


Sec. 10 * * * For the purpose of ascertaining the gain derived 
or loss sustained from the sale or other disposition by a corporation, 
joint-stock company or association, or insurance company, of property, 
real, personal, or mixed, acquired before March first, nineteen hundred 
and thirteen, the fair market price or value of such property as of March 
first, nineteen hundred and thirteen, shall be the basis for determining 
the amount of such gain derived or loss sustained. 

The act of 1918, dealing with the questions propounded, are: 

Sec. 202. (a) That for the purpose of ascertaining the gain derived 
or loss sustained from the sale or other disposition of property, real, 
personal, or mixed, the basis shall be— 

(1) In the case of property acquired before March 1, 1913, the fair 
market price or value of such property as of that date; and 

(2) In the case of property acquired on or after that date, the cost 
thereof; or the inventory value, if the inventory is made in accordance 
with section 203. 

Sec. 213. That for the purpose of this title * * * the term “gross 
income”-— 

(a) Includes gains, profits, and income derived from * * * 
trades, businesses, commerce, or sales, or dealings in property, whether 
real or personal, growing out of the ownership or use of or interest in 
such property; also from interest, rent, dividends, securities, or the 
transactions of any business carried on for gain or profit, or gains or 
profits and income derived from any source whatever * * *. 


T. D. 8206 reads in part as follows: 
Regulations No. 45 (1920 edition) are hereby amended in order that 
the rule announced by the supreme court in the cases of Goodrich v. 
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Edwards and Brewster v. Walsh, respecting the basis for the determina- 
tion of taxable gain or deductible loss in the case of property acquired 
prior to March 1, 1913, and sold or disposed of subsequent thereto, may 
be incorporated therein. a ® 

Art. 1561. Basis for Sicliniliine gain or loss from sale-—For the 
purpose of ascertaining the gain or loss from the sale or exchange of 
property the basis is the cost of such property, or if acquired on or 
after March 1, 1913, its cost or its approved inventory value. But in 
the case of property acquired before March 1, 1913, when its fair market 
value as of that date is in excess of its cost, the gain which is taxable 
is the excess of the amount realized therefor over such fair market 
value. Also in the case of property acquired before March 1, 1913, when 
its fair market value as of that date is lower than its cost, the deductible 
loss is the excess of such fair market value over the amount realized 
therefor. No gain or loss is recognized in the case of property sold 
or exchanged (a) at more than most but at less than its fair market 
value as of March 1, 1913, or (b) at less than cost but at more than its 
fair market value as of March } we * ? 4, 

In the case of Goodrich v. Edwards (255 U. S. 527) the question 
of what constituted gain within the meaning of the revenue act of 1916 
was passed upon by the United States supreme court, which adopted a 
concession made by the solicitor general to the effect that where no gain 
was realized by the taxpayer on a complete transaction, notwithstanding 
that the selling price was higher than the value on March 1, 1913, no 
tax should have been assessed against him; holding that section 2 (c) 
was applicable only where a gain over the original capital investment 
had been realized after March 1, 1913, from a sale or other disposition 
of property, establishing the rule that increases in value occurring prior 
to March 1, 1913, should be excluded in computing taxable gain, and 
that only increases occurring subsequent to such date should be taxed. 

Taxable gain having been thus construed by the Supreme Court, it 
follows that “deductible loss” should have the same construction, the 
provisions relating to losses being practically identical with those relating 
to gain. In making the concession as to taxable gains, the solicitor 
general, in his brief in the Goodrich cases cited above made the further 
concession that a loss on the complete transaction must have been sus- 
tained in order to make it a deductible loss, and that only the loss 
occurring subsequent to March 1, 1913, should be allowed as a deduction. 

The provisions of the revenue act of 1913 which deal with the sub- 
ject of taxable gains and deductible losses are: 


Sec. 202 (a) That for the purpose of ascertaining the gain derived 
or loss sustained from the sale or other disposition of property, real, 
personal, or mixed, the basis shall be— 

(1) In the case of property acquired before March 1, 1913, the fair 
market price or value of such property as of that date; and 

(2) In the case of property acquired on or after that date, the cost 
thereof; or the inventory value, if the inventory is made in accordance 
with section 203. 


Sec. 213. That for the purpose of this title * * * the term “gross 
income”— 

(a) Includes gains, profits, and income derived from * * * trades, 
businesses, commerce, or sales, or dealings in property, whether real or 
personal, growing out of the ownership or use of or interest in such 
property; also from interest, rent, dividends, securities, or the transaction 
of any business carried on for gain or profit, or gains or profits and income 
derived from any source whatever. * * 

No substantial changes having been ate in the corresponding sec- 
tions of the two acts, it is assumed that both acts were intended by 
congress to have the same construction, and the same basis should be 
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employed in arriving at taxable gains and deductible losses upon the 
sale or other disposition of property. 

I am of the opinion that the date March 1, 1913, was intended to be 
used as a guide in ascertaining gains derived or losses sustained, but 
that the original cost should be taken into consideration, so that if there 
was no gain on the entire transaction there was no taxable n, and 
if there was no loss on the entire transaction there was no ardbte 
loss. It follows, therefore, that in limiting the M company to the loss 
sustained by it on the sale of shares of stock of the O company; that is, 
the difference between cost and selling price, instead of to the difference 
between March 1, 1913, value and selling price, the internal revenue 
bureau acted in accordance with law. In other words, the basis to be 
employed, under the acts of 1916, 1917, and 1918, for the purpose of 
ascertaining the gain or loss from the sale or other disposition of property 
is the cost; and that in the case of property acquired prior to March 1, 
1913, when its fair market value as of that date is in excess of its cost, 
the taxable gain is the excess of the amount realized over such fair 
market value; that when its fair market value as of March 1, 1913, is 
lower than its cost, the deductible loss is the excess of such fair market 
value over the amount realized therefor; and that when the property 
is sold or otherwise disposed of at more than cost but at less than March 
1, 1913, value, or at less than cost but at more than March 1, 1913, value, 
neither taxable gain nor deductible loss results. 

Replying specifically to the inquiry, I am of the opinion that where 
property acquired prior to March 1, 1913, is sold or disposed of there- 
after— 

(a) Taxable gain resulted if the selling price was higher than the 
value on March 1, 1913, and if that value was higher than the cost 
neces to the extent that the selling price exceeded the value on March 
1, 1913; 

(b) Taxable gain resulted if the selling price was greater than the 
cost and if the cost was greater than the value on March 1, 1913, to the 
extent that the selling price exceeded the cost of the property sold or 
disposed of; 

(c) No taxable gain or allowable loss resulted if the selling price 
was greater than the value of the property on March 1, 1918, but less 
than the cost thereof; 

(d) An allowable loss resulted if the selling price was less than 
the value on March 1, 1913, and if that value was less than the cost to 
the extent of the difference between the value on March 1, 1918, and 
the selling price; 

(e) No taxable gain or deductible loss resulted if the selling price 
was less than the value thereof on March 1, 1913, but greater than the 
cost; or 

(f) An allowable loss resulted if the selling price was less than the 
cost and if the cost was less than the value on March 1, 1913, to the 
extent that the cost of the property disposed of exceeded the selling 
price thereof. 


Respectfully, 
H. M. Daucuerty, Attorney General. 


The honorable the SecreTARY OF THE TREASURY. 





Ruurncs Mave Pustiic Since Buiietin I—39. 
Section 201, Articte 1541: Dividends. 
DIVIDENDS: SECTION 201, REVENUE ACT oF 1918, 


When a corporation declares, subsequent to January 1, 1918, a 
stock dividend equal in amount to the earnings and profits accumu- 
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lated since February 28, 1913, and then declares a cash dividend, 
such cash dividend constitutes a taxable distribution under section 
201 of the revenue act of 1918. 

A stock dividend equal in amount to the earnings and profits 
accumulated between the close of the preceding taxable year and 
the date of issuance does not make unavailable for subsequent dis- 
tribution after the first 60 days of a taxable year the earnings and 
profits accumulated between the close of the preceding taxable year 
and the date of distribution. 

My opinion has been requested as to whether a stock dividend con- 
stitutes a distribution of earnings and profits under section 201 of the 
revenue act of 1918. The issue arises in connection with two ques- 
tions: (1) Whether a cash dividend distributed subsequent to the issu- 
ance of a stock dividend equal in amount to the earnings and profits 
accumulated since February 28, 1913, is a distribution from earnings and 
profits accumulated prior to March 1, 1913; and (2) whether a cash 
dividend distributed after the first 60 days of a taxable year, and sub- 
sequent to a stock dividend which is equal in amount to the earnings 
and profits accumulated between the close of the preceding taxable year 
and the date of issuance, distributes the earnings and profits accumulated 
between the close of the preceding taxable year and the date of issuance 
or the earnings and profits accumulated during the preceding taxable 
years. 

Section 201 of the revenue act of 1918 provides as follows: 


(a) That the term “dividend” when used in this title (except in 
paragraph (10) of subdivision (a) of section 234) means (1) any dis- 
tribution made by a corporation, other than a personal service corpora- 
tion, to its shareholders or members, whether in cash or in other property 
or in stock of the corporation, out of its earnings or profits accumulated 
since February 28, 1913, or (2) any such distribution made by a personal 
service corporation out of its earnings or profits accumulated since 
February 28, 1913, and prior to January 1, 1918. 

(b) Any distribution shall be deemed to have been made from 
earnings or profits unless all earnings and profits have first been dis- 
tributed. Any distribution made in the year 1918 or any year thereafter 
shall be deemed to have been made from earnings or profits accumulated 
since February 28, 1913, or in the case of a personal service corporation, 
from the most recently accumulated earnings or profits; but any earnings 
or profits accumulated prior to March 1, 1913, may be distributed in 
stock dividends or otherwise, exempt from the tax, after the earnings 
and profits accumulated since February 28, 1913, have been distributed. 

(c) A dividend paid in stock of the corporation shall be considered 
income to the amount of the earnings or profits distributed. Amounts 
distributed in the liquidation of a corporation shall be treated as pay- 
ments in exchange for stock or shares, and any gain or profit realized 
thereby shall be taxed to the distributee as other gains or profits. 

(d) If any stock dividend (1) is received by a taxpayer between 
January 1 and November 1, 1918, both dates inclusive, or (2) is during 
such period bona fide authorized or declared, and entered on the books 
of the corporation, and is received by a taxpayer after November 1, 
1918, and before the expiration of 30 days after passage of this act, then 
such dividend shall, in the manner provided in section 206, be taxed to 
the recipient at the rates prescribed by law for the years in which the 
corporation accumulated the earnings or profits from which such dividend 
was paid, but the dividend shall be deemed to have been paid from the 
most recently accumulated earnings or profits. 

(e). Any distribution made during the first 60 days of any taxable 
year shall be deemed to have been made from earnings or profits accumu- 
lated during preceding taxable years; but any distribution made during 
the remainder of the taxable year shall be deemed to have been made 
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from earnings or profits accumulated between the close of the preceding 
taxable year and the date of distribution, to the extent of such earnings 
or profits, and if the books of the corporation do not show the amount 
of such earnings or profits, the earnings or profits for the accounting period 
within which the distribution was made shall be deemed to have been 
accumulated ratably during such period. 

Is a stock dividend a distribution within the meaning of the above 
section? It will be noted that subdivision (a) of section 201 defines 
dividends as a distribution in cash, property, or stock of the corporation 
to its shareholders or members out of earnings or profits accumulated 
since February 28, 1913, except in the case of personal service corpora- 
tions. This subdivision is premised upon the proposition that a stock 
dividend is a taxable distribution. On the assumption that it is such a 
distribution, there is included within the definition of a dividend a stock 
dividend. Congress does not define a stock dividend as a distribution 
but, on the other hand, treats a distribution in stock as a dividend for 
the purposes of the act. This is made clear by a realization that sub- 
division (a) was inserted in the act not for the purpose of determining 
from a corporate standpoint how a distribution should be allocated but 
rather to define a term used in other sections of the act which make 
the receipt of the thing defined income. In other words, section 201 (a) 
does not affect the corporation, but points out to a stockholder when 
he receives taxable income. 

Subdivision (b) of section 201 contains the presumption that dis- 
tributions shall be deemed to have been made from earnings and profits 
unless they have all been distributed, and further that any distributions 
made in the year 1918, or thereafter, are made from earnings or profits 
accumulated since February 28, 1913 (except in the case of a personal 
service corporation). It then provides that earnings or profits accumu- 
lated prior to March 1, 1913, may be distributed in stock dividends or 
otherwise exempt from tax after the earnings and profits accumulated 
since February 28, 1913, have been distributed. The latter part of this 
subdivision is predicated upon the assumption by congress that a stock 
dividend is a distribution; but whether or not it constitutes a distribu- 
tion, it is stated that a stock dividend out of earnings and profits accumu- 
lated prior to March 1, 1913, is not taxable. In other words, this sub- 
division does not define a stock dividend as a distribution because it is 
immaterial for its purposes whether or not a stock dividend constitutes 
a distribution. 

Subdivisions (c) and (d) describe the amount of income and the 
rates at which such income is to be taxed in the case of a stock dividend. 
They do not impose a tax on a stock dividend, but only prescribe the 
effect of a stock dividend for taxing purposes. 

A stock dividend, therefore, is not defined as a distribution by sec- 
tion 201 of the revenue act of 1918. Furthermore, section 201 does not 
include any distribution, but only a distribution of earnings and profits. 
Subdivision (a) provides that the term “dividend” means any distribu- 
tion, “whether in cash or in other property or in stock of the corporation, 
out of its earnings or profits accumulated since February 28, 1913.” If 
a stock dividend is not a distribution of earnings and profits, it does not 
come within its meaning. 

The supreme court has not only held that a stock dividend is not 
income to a stockholder, but has also stated that nothing is distributed 
by the payment of such a dividend. In the case of Towne v. Eisner 
(245 U. S. 418) the court, quoting Gibbons v. Mahon (136 U. S., 549), 
said (p. 203): 

A stock dividend really takes nothing from the property of the 
corporation, and adds nothing to the interests of the shareholders. Its 
property is not diminished, and their interests are not increased. 

And held that a stock dividend was not income under the revenue act 
of 1913. 
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By section 2 (a) of the revenue act of 1916, dividends were defined 

to mean any distribution “made or ordered to be made by a corpora- 
tion * * * out of its earnings or profits accrued since March 1, 1913, 
and payable to its shareholders, whether in cash or in stock of the cor- 
poration * * * which stock dividend shall be considered income to 
the amount of its cash value.” In the case of Eisner v. Macomber (252 
U. S., 189) (C. B. 3, p. 25), it was held that a stock dividend declared 
in January, 1916, did not constitute taxable income to a stockholder. In 
reaching its conclusion, the court declares that a stock dividend— 
* * * is no more than a book adjustment, in essence not a dividend, 
but rather the opposite; no part of the assets of the company is separated 
from the common fund, nothing disiributed except paper certificates that 
evidence an antecedent increase in the value of the stockholder’s capital 
interest resulting from an accumulation of profits by the company, but 
profits so far absorbed in the business as to render it impracticable to 
separate them for withdrawal and distribution. (P. 194.) 

Again the court says: 

A “stock dividend” shows that the company’s accumulated profits 
have been capitalized instead of distributed to the stockholders or retained 
as surplus available for distribution in money or in kind should oppor- 
tunity offer. Far from being a realization of profits of the stockholders, 
it tends rather to postpone such realization, in that the fund represented 
by the new stock has been transferred from surplus to capital, and no 
longer is available for actual distribution. P. 194.) 

On page 195 the court answers the government’s contention that a 
stock dividend constitutes a distribution as follows: 

* * * the government contends that the tax “is levied on income 
derived from corporate earnings,’ when in truth the stockholder has 
“derived” nothing except paper certificates, which, so far as they have 
any effect, deny him present participation in such earnings. It contends 
that the tax may be laid when earnings “are received by the stockholder,” 
whereas he has received none; that the profits are “distributed by means 
of a stock dividend,” although a stock dividend distributes no profits; 
that under the act of 1916 “the tax is on the stockholder’s share in 
corporate earnings,” when in truth a stockholder has no such share, and 
receives none in a stock dividend; that “the profits are segregated from 
his former capital, and he has a separate certificate representing his 
invested profits or gains,” whereas there has been no segregation of 
profits, nor has he any separate certificate representing a personal gain, 
since the certificates, new and old, are alike in what they represent—a 
capital interest in the entire concerns of the corporation.” (P. 195.) 

The above quotations, and especially the italicized parts, conclusively 
answer any argument to the effect that there is a distribution of earnings 
and profits by a stock dividend. When the court held that the receipt 
of a stock dividend was not the receipt of income by a stockholder, it 
necessarily held that there was no division among stockholders of earnings 
and profits, according to a former decision in M. & O. R. R. v. Tennessee 
(153 U. S., 486, 496), where a distribution was defined to mean “that 
portion of its profits which the corporation, by its directory, sets apart 
for ratable division among its shareholders.” 

Congress has provided in section 201 (b) of the revenue act of 1918 
that any distribution made in the year 1918, or any year thereafter, is 
made from earnings or profits accumulated since February 28, 1913. 
(S. O. 140, Bulletin I—19—263, p. 7.) Consequently, if a stock dividend 
does not constitute a distribution of earnings and profits, any cash dividend 
declared must be from any earnings or profits accumulated subsequent 
to February 28, 1913, when the corporation has on hand earnings and 
profits accumulated prior to March 1, 1913. Also subdivision (e) of 
section 201 provides that any distribution made after the first 60 days 
of a taxable year is made from earnings and profits accumulated between 
the close of the preceding taxable year and the date of the distribution 
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to the extent of such earnings and profits. In other words, irrespective 
of whether or not a stock dividend capitalizes earnings and profits, the 
fact remains that such earnings and profits have not been distributed, 
and, therefore, a cash dividend is from those earnings and profits. 

Even though it may be argued that in view of the opinion of the 
supreme court in the case pf Eisner v. Macomber a stock dividend makes 
earnings and profits unavailable for distribution, nevertheless it can not 
be maintained that a stock dividend capitalizes the latest earnings and 
profits because a corporate resolution attempts to allocate such a dividend 
to subsequently accumulated earnings. This follows from the fact that” 
the presumption that a cash dividend is declared out of the latest earnings 
and profits is a statutory one, and has been held to be conclusive (S. O. 
140), and also because a corporation is unable to earmark or fix as 
capital or capital stock any particular earnings. (Canal & Banking Co. v. 
= t 99 U. S., 99; Anderson v. Farmers’ Loan & Trust Co., 241 Fed., 
328. 

In view of the above, it is clear that a stock dividend does not con- 
stitute a distribution of earnings and profits within the meaning of section 
201 of the revenue act of 1918. 

Therefore, in my opinion, (1) when a corporation declares, subse- 
quent to January 1, 1918, a stock dividend equal in amount to the earnings 
and profits accumulated since February 2, 1913, and then declares a 
cash dividend, such cash dividend constitutes a taxable distribution under 
section 201 of the revenue act of 1918; and (2) a stock dividend equal 
in amount to the earnings and profits accurmulated between the close of 
the preceding taxable year and the date of issuance does not make 
unavailable for subsequent distribution after the first 60 days of a tax- 
able year the earnings and profits accumulated between the close of the 
preceding taxable year and the date of distribution. 


Section 204, Articte 1601: Net loss, definition and computation. 
SECTION 204—REVENUE ACT oF 1918. 


Recommended, in the appeal of the M Company, that the action of 
the income tax unit in rejecting the said company’s claims for refund 
and abatement of 1918 taxes, filed under the provisions of section 
204 of the revenue act of 1918, be sustained. 


The committee has had under consideration the appeal of the M 
Company from the action of the income tax unit in rejecting that com- 
pany’s claims for the refund of # dollars income and profits taxes paid 
for the calendar year 1918 and the abatement of the balance of such 
taxes assessed for that year, which claims were filed under the provisions 
of section 204 of the revenue act of 1918 to cover a net operating loss 
sustained during the period January 1 to December 31, 1919. 

The records show that the net income of the M Company for the 
calendar year 1918, as adjusted by the income tax unit, amounted to 
12.18% dollars and its total tax liability for the same period to 5.12r 
dollars. Subsequent to the filing of the 1918 return the appellant com- 
pany changed its accounting period from a calendar-year to a fiscal-year 
basis and the first return filed on this new basis was for the period 
January 1 to July 31, 1919, which return, as adjusted by the income tax 
unit, showed a net loss of 11.24% dollars, and it is claimed that on 
December 81, 1919, a full inventory was made and a trial balance taken 
from the books of the appellant company, which showed a net operating 
loss of 4.52x dollars for the period August 1 to December 31, 1919; and 
upon examination by a field officer it was found that for the full fiscal 
year—August 1, 1919, to July 31, 1920—the appellant company had sus- 
tained a net operating loss of 5.01+ dollars. 

Accepting the appellant company’s statement that a net operating 
loss of 4.52% dollars was sustained during the last five months of 1919 
as true, it appears that the said company’s operations for the two-year 
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period January 1, 1918, to December 31, 1919, resulted in a net operating 
loss of 3.58% dollars, computed as follows: 











Dollars 
Net income for calendar year 1918............. 12.18% 
Net loss for period Jan. 1 to July 31, 1919...... 11.24% 
Net loss for period Aug. 1 to Dec. 31, 1919...... 4.52x 
15.76% 
Net loss for two-year period...............20+- 3.584 


And it is the net loss of 15.76% dollars incurred during the period 
January 1 to December 31, 1919, which the appellant company now seeks 
to have deducted from the net income for the calendar year 1918 under 
the provisions of section 204, with the resultant reduction of tax liability 
for that year. 

The corporation in support of its appeal contends that— 

* * * it was clearly the intent of congress in section 204 of the act 
to provide the taxpayer with relief from excessive taxes in the war year 
1918, providing it was shown that the profits on which such taxes were 
based were in reality only paper profits and were dissipated by a return 
to normal circumstances in the succeeding year. * 

And it is argued that office decision 445 (C. B. 2, p. 58), the terms of 
which the income tax unit holds preclude the allowance of the appellant 
company’s claim— 

* * * jis intended to cover cases where the fraction of year under 
which allowance is claimed shows a loss and the fraction necessary to 
complete a full year shows a profit, the futl year showing a profit or at 
least a smaller loss than the fractional year. * * * 

And that— 

If O. D. 445 is intended to cover cases other than that outlined 
above, then it is respectfully contended that it is clearly not in accord 
with the intent of congress as shown in section 204 of the act. 

That part of section 204 of the revenue act of 1918 which may be 
deemed pertinent to the question here at issue reads as follows: 

(b) If for any taxable year beginning after October 31, 1918, and 
ending prior tc January 1, 1920, it appears upon the production of 
evidence satisfactory to the commissioner that any taxpayer has sustained 
a net loss, the amount of such net loss shall under regulations prescribed 
by the commissioner with the approval of the secretary be deducted from 
the net income of the taxpayer for the preceding taxable year; and the 
taxes imposed by this title and by Title III for such preceding taxable 
year shall be redetermined accordingly. Any amount found to be due 
to the taxpayer upon the basis of such redetermination shall be credited 
or refunded to the taxpayer in accordance with the provisions of section 
252. If such net loss is in excess of the net income for such preceding 
taxable year, the amount of such excess shall under regulations 
prescribed by the commissioner with the approval of the secretary 
be allowed as a deduction in computing the net income for the succeeding 
taxable year. 


Section 200 of the revenue act of 1918 provides that— 


The term “taxable year” means the calendar year, or the fiscal year 
ending during such calendar year, upon the basis of which the net income 
is computed under section 212 or section 232. The term “fiscal year” 
means an accounting period of 12 months ending on the last day of any 
month other than December. The first taxable year, to be called the 
taxable year 1918, shall be the calendar year 1918 or any fiscal year 
ending during the calendar year 1918. 

In the instant case neither the net loss of 11.24% dollars sustained 
during the period January 1 to July 31, 1919, nor the loss of 4.52% dollars 
sustained during the period August 1 to December 31, 1919, is a loss 
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for a full taxable year, and, therefore, neither loss is deductible under 
the provisions of section 204 from the net income of the calendar year 
1918, it having been held in O. D. 445 that— 

If a taxpayer changes his accounting period in such manner that the 
period from the close of his previous taxable year to the close of his 
newly established taxable year falls between October 31, 1918, and January 
1, 1920, and he sustains a net loss during such fractional year period, he 
is not entitled to the relief provided by section 204 of the revenue act 
of 1918, since the net loss sustained is not for a full taxable year as 
provided by the act. 

In the determination of income tax liability under the provisions 
of the 1918 act net income or net loss must be computed with respect 
to a fixed period, and, therefore, the net loss sustained in the instant 
case during the taxable period January 1 to July 31, 1919, can not be 
consolidated with the net loss for the period August 1 to December 31, 
1919, and the net result thus obtained deducted, under the provisions 
of section 204, from the appellant company’s net income for the calendar 
year 1918, 

In view of the foregoing, the committee recommends that the action 
of the income tax unit in rejecting the M Company’s said claims for 
refund and abatement be sustained. 


Section 231, Articte 521: Local mutual insurance 
companies and like organizations. 
REVENUE ACT OF 1916—secTION 11 (a) (TENTH); REVENUE ACT oF 1918— 
SECTION 231 (10); REVENUE ACT oF 1921l—seEcTion 231 (10). 


Recommended, in the appeal of the M Association, that the action 
of the income tax unit in denying the taxpayer exemption from 
taxation under the provisions of section 11 (a) (tenth) of the 
revenue act of 1916, as amended, and section 231 (10) of the revenue 
acts of 1918 and 1921 be sustained. 

The committee has had under consideration the appeal of the M 
Association from the action of the income tax unit in denying the 
organization classification as one which derives its income solely from 
assessments, dues and fees, and accordingly is exempt from taxation 
under the provisions of section 11 (a) (tenth), revenue act of 1916, 
as amended, and section 231 (10) of the revenue acts of 1918 and 1921. 

It appears from the record that the M Association, originally the 
N Association, was organized under the laws of the state of Y, in 1916, 
without capital stock. The appellant corporation is a reciprocal indem- 
nity exchange, through which certain individuals, firms, and corporations 
conduct a limited insurance on the reciprocal or interinsurance plan, 
through an attorney in fact, the O Company, having power to issue 
policies, collect premiums, and adjust losses. It further appears that 
each subscriber acts individually and deposits a fixed amount to pay 
losses; that such deposit is held by the attorney in fact and is kept in 
a separate account in the name of the depositor, and at the end of the 
period for which the insurance runs, any balance of the amount so 
deposited goes to the depositor. It is also shown that the funds are 
deposited in the banks or invested in securities approved by the board 
of trustees, of which there are five in number, and that all disbursements 
of funds are made by the attorney in fact with the approval of the board 
of trustes. 

The corporation has had but one office during all the time of its 
operation, and up to September —, 1920, operated in one community. 
During June, July, and August, 1918, —-——— policies were written 
from the Y office on the automobiles of ger residing in another 
state. For the year ending December 31, 1917, the appellant company 
had no receipts. The attorney in fact advanced money to the associa- 
tion to pay its losses and expenses, and at the end of the year 1917 the 
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association had a deficit of 1.52 dollars, representing the combined 
amount of the losses and expenses for that year. During the year 
ending December 31, 1918, the association had total receipts of 9.63x 
dollars, paid losses in the amount of 2.65% dollars, and expenses of 
adjustment, etc., in the amount of 1.03% dollars, or a total expenditure 
of 3.68% dcllars. During the year ending December 31, 1919, the total 
receipts of the association amounted to 14.23x dollars, of which the sum 
of .2x dollars represented interest on bank balances. It paid during this 
year losses in the amount of 4.26x dollars, expenses of adjustment, etc., 
in the amount of 1.74% dollars, and taxes in the amount of .12% dollars, 
or a total expenditure for the year of 6.72% dollars, leaving a balance 
on hand from the operations for the year 1919 in the amount of 7.51r 
doilars. This sum added to the balance of 4.42% dollars on hand at the 
beginning of the year resulted in a bank balance at December 31, 1919, 
of 11.93* dollars. This amount belonged to the members of the associa- 
tion, and was held for them and placed to their individual credit for the 
payment of losses or, in the case of dissolution, to be returned to them 
as credited upon the books. 

Upon consideration of the foregoing facts, the income tax unit held 
that the appellant corporation operates upon the premium deposit plan; 
does not receive its income solely from assessments, dues, and fees col- 
lected from members for the sole purpose of meeting expenses, as provided 
by statute; and consequently is required to file amended returns of 
annual net income and pay any taxes due thereon. It is from this action 
that the taxpayer appeals. 

Inasmuch as the question involved appeared to be of a legal char- 
acter, the case was referred to the solicitor for advice and the expres- 
sion of an opinion. The committee is in receipt of the solicitor’s opinion, 
which reads as follows: 

Reference is made to the case of the M Association, being an appeal 
from a decision denying the organization classification as one which 
derived its income solely from assessments, dues, and fees. 

The unit held that the corporation was not exempt because it operated 
on the premium deposit plan and, further, because it is not local in 
character. 

It appears that the corporation operates on the interindemnity plan, 
requiring deposits from policyholders and acting through an attorney 
in fact. 

It is contended that prior to ————,, 1920, the organization operated 
on the “post-mortem” plan, making assessments at intervals for the pur- 
pose of meeting claims that had been passed upon and which were due 
but not passed. During the year ending December 31, 1918, the associa- 
tion had total receipts of 9.632 dollars and total expenditures of 3.68r 
dollars. “It therefore had on hand on December 31, 1918, money advanced 
by the members to the amount of 4.42x dollars, which was on deposit in 
the bank.” The balance on December 31, 1919, was 11.98r dollars. The 
claim for refund states: “All this money belonged to the members of 
the association, and was held for them to their individual credit for the 
payment of losses or, in case of dissolution, to be returned to them as 
credited upon the books.” 

The subscribers’ agreement submitted indicates that each subscriber 
bound himself to deposit with the attorney in fact when called for by him 
a sufficient sum of money to pay his proportion of losses, adjustment 
expenses, etc. Subscribers’ deposits were required to be deposited in 
banks or invested in securities, and upon notice of cancellation the 
attorney in fact was required to liquidate the accounts and return the 
unused deposit. 

Article 521 of regulations 45 holds that if an organization receives 
income from sources such as cash premiums or premium deposits it is 
not exempt; and the question is presented whether amounts deposited 
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as above outlined should be regarded as premium deposits or as assess- 
ments. 

Solicitor’s cpinion 99 (C. B. 4, p. 270) shows that “assessment” 
implies a payment in which the policyholder has no further right or 
claim. In other words, the essence of an assessment is that the amount 
thereof is dedicated to the payment of losses or expenses incurred or 
to be incurred with no right on the part of the person paying the same 
to a refund of any portion thereof, while a premium deposit contemplates 
a return or the right to a return to the policyholder of the part of the 
amount deposited not needed for payment of losses, etc. (See S. O. 141; 
Bulletin I—23—1922.) 

The claim here is that the deposits are assessments, but that they 
belong to the depositors. These claims are inconsistent. If the deposits 
belong to the subscribers in the sense that they are entitled to a return 
of any unused portion thereof, they do not fall within the classification 
of assessments, but do fall within the classification of premium deposits. 
It seems clear from the foregoing and the general manner in which inter- 
indemnity exchanges are conducted, that the deposits in the instant case 
fall in the latter class. 

You are accordingly advised that the M Association was not entitled 
to exemption as a corporation the income of which consists solely of 
assessments, dues, and fees collected for the sole purpose of meeting 
expenses while operating as above outlined. 

In view of the foregoing opinion of the solicitor, in which the com- 
mittee finds itself thoroughly in accord, it is recommended in the appeal 
of the M Association that the action of the income tax unit in denying 
the taxpayer exemption from taxation under the provisions of section 
11 (a) (tenth) of the revenue act of 1916, as amended, and section 231 
(10) of the revenue acts of 1918 and 1921 be sustained. 


JAMES C. MAHON 

James C. Mahon, member of the American Institute of Accountants, 
died suddenly at Martinsville, Indiana, September 25, 1922. 

Mr. Mahon had been prominent in accounting in Kentucky for many 
years and was president of the Kentucky Institute. The week before his 
death he had attended the annual meeting of the American Institute of 
Accountants and seemed to be in perfect health. 

The funeral was held at the Fourth Avenue Presbyterian Church, 
Louisville, Kentucky. 





Smith, Brodie & Lunsford and Francis A. Wright & Co. announce 
that they have combined their practices as of October 1, 1922, and will 
hereafter practise under the name of Smith, Brodie, Lunsford & Wright, 
with offices at 816 Lathrop building, Kansas City, Missouri. 





Edward A. McAllister and William D. Patterson announce the 
formation of a partnership under the firm name of E. A. McAllister & 
Company, with offices at 2 Rector street, New York, and 8 Main street, 
Yonkers, New York. 





Roden & Hart of 909-912 Fourth National Bank building, Cincinnati, 
Ohio, announce the admission to partnership of H. W. Weiss. 





Harry L. Carpenter announces the opening of an office at 1457 
Broadway, New York. 
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Epitep sy H. A. FINNEY 


Correction—Page 303 of October issue:—The items $33.000a and 
$1,800 b, which appear in the credit adjustment column, should be in the 
debit column, and the total of the debit column should be $34,800 instead 
of $34,000. 


Editor, Students’ Department: 


Sir: May I request that you furnish solutions to the two following 
problems, which will be much appreciated? 

1. The balance-sheet of the A. B. Company, on June 30, 1920, is as 
follows : 


Land, buildings, plant and equipment............ $300,000 
Less reserve for depreciation .................- 50,000 $250,000 
Inventories of finished goods and in process..... 400,000 
Inventories of raw materials and manufactured 
I A 6 ob vise ns yaduties ibs sue chcavenyauowax 250,000 650,000 
Accounts and bills receivable..................+: 127,000 
Less reserve for bad debts................ee00. 4,000 128,000 
ee ee reer re ere 13,000 
ol it bach kowakeeeepadest«ceakon 2,000 
$1,038,000 
ST ee. Ree rr ceeuey $200,000 
I iid nin a6 5 bas dde hbase a cnet abaewhacacines 300,000 $500,000 
ARE ERR ERET ETE. Fos 1 Rae SRE ame 213,000 
Meme rmmces. Cpnemped) ois ccdccccinsccssccces 200,000 
Sundry trade creditors and accrued charges....... 75,000 
Business profits taxes unpaid ................005- 50,000 
$1,038,000 


The preferred stock is preferred as to dividends only, and all divi- 
dends on this stock to June 30, 1920, have been paid. 

The business is sold as of the date of the balance-sheet to the C. D. 
Company, on the following terms: 

(a) Land, buildings, plant and equipment are taken by the purchas- 
ing company at the depreciated book value and preferred stock of the 
purchasing company is issued at par fully paid in payment thereof. 

(b) The C. D. Company takes over the inventory, accounts receivable, 
bills receivable and sundry assets at 100 cents on the dollar, the reserve 
for bad debts which had been set up under special circumstances in 
1910 not being required, and pays therefor by’ undertaking to discharge 
the liabilities shown except the liability for taxes, and as to the balance 
by paying 25% thereof in cash and 75% by the issue of preference stock 
at par fully paid up. 
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(c) The C. D. Company pays $250,000.00 for the goodwill, by the 
issue of its preferred stock fully paid of a like amount. 

Assuming that the liability for taxes has been correctly estimated, 
prepare a balance-sheet of the A. B. Company giving effect to the sale, 
showing the interests of the preferred and common shareholders in the 
business. 

2. The profit-and-loss account of the A. B. Company in the preceding 
question for the last four years of its continuing in operation has been: 














Balance at credit, June 30, 1916...............00-. $85,000.00 
Profit for year ending June 30, 1917, after deducting 

taxes and all other charges............seseeeeees $70,000.00 
Less dividends paid: 

WN 0 idncsindusdked sss evaneamess $14,000.00 

CE a cincice dG. 09 they) du seas Koeeen 30,000.00 44,000.00 26,000.00 
Profit for year ending June 30, 1918, after deduct- 

ing taxes and all other charges..............++0+ 80,000.00 
Less dividends paid: 

PON es iin once ta eeacasen vas $14,000.00 

CE said ie nkciichid dann oe wa oan 30,000.00 44,000.00 36,000.00 
Profit for year ending June 30, 1919, after deduct- 

ing taxes and all other charges................ 80,000.00 
Less dividends paid: 

PN nr Geice sen eeck bis :cokeuie $14,000.00 

Co xcs 6-09.05 eal dns eas dha deuce 30,000.00 44,000.00 36,000.00 
Profit for year ending June 30, 1920, after deduct- 

ing taxes and all other charges ...............4. 89,000.00 
Less dividends paid: 

ONE | suse Dede eibe sa baek es $14,000.00 

GOI, -ccvnctsecin 1ebsichbiene 45,000.00 59,600.00 30,000.00 
Balance at credit June 30, 1920, per balance-sheet... $213,000.00 


The preferred shareholders of the A. B. Company have accepted fully 
paid preference stock of the purchasing company at par in settlement of 
their interest in the company, and their stock has been distributed to 
them as on June 30, 1920. The taxes have been paid at the figure given 
and distributioin is to be made to the common shareholders before Decem- 
ber 31, 1920. Draft circular letter to the common shareholders with 
statement to accompany it showing how you would make the final distribu- 
tion to them. Assume that there are no further expenses to be met in 
winding up and provide whatever cash you consider necessary by the 
sale at par from the preference stock of the C. D. Company held. 

Thanking you in anticipation of having your solutions set out in a 
subsequent number of The Journal, I am 

Yours truly, 
J. V. R. 
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Tue A. B. Company 
BALANCE-SHEET—JUNE 30, 1920 
(ArTer SALE) 





Assets 
Cahh. vcncnwhoncsexcksdéedhoges<cadinaantens santana $139,000.00 
Preferred stock of the C. D. Company................000+- 878,000.00 
$1,017,000.00 
Liabilities 
Business profits taxes unpaid.............. $50,000.00 
Preferred stockholde:s’ equity : 
. 2k Pee ree Pere 200,000.00 
Common stockholders’ equity : 
PE ok ide cs ic cukeaexnea pect $300,000.00 
END aos cdcetacicossctnestbnsabees 467,000.00 767,000.00 
$1,017,000.00 


The problem states that the preferred stock is cumulative, but does 
not state whether it is participating. This information is necessary if a 
balance-sheet is to show the respective interests of the preferred and 
common stockholders. The second problem, which is related to this one, 
shows that while the preferred stock has been paid dividends of 7% each 
year, the common stock has received 10% dividends for three years and 
a 15% dividend one year. This shows that the preferred stock is non- 
participating, and has no interest in the surplus, since its dividends have 
been paid to the date of the balance-sheet. Therefore the preferred stock- 
holders’ equity is shown in the foregoing balance-sheet at the par of the 
stock. 


Solution to Second Problem. The assets to be distributed among com- 
mon stockholders are computed as follows: 
Preferred 


Stock 
Cash C. D. Co. 
Balances per balance-sheet in preceding solution.. $139,000 $878,000 


ol Ee eet 50,000 
Distribution to holders of A. B. Co. preferred... 200,000 





Balances for distribution to common stockholders $89,000 $678,000 
— 

The cash and preferred stock on hand add to $767,000.00, the amount 
of the common stockholders’ equity, as shown in the balance-sheet. 
Assuming that the common stock has a par value of $100.00 per share, 
there are 5,000 shares outstanding, and each share has a book value of 
$767,000 = 3,000, or $255.6634. 

Tke amount of cash necessary to obtain from sales of C. D. Co. pre- 
ferred stock would depend upon how widely the common stock of the 
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A. B. Company is distributed, and what is the smallest number of shares 
held by any one individnal. If the stock is held as follows: 


ZX wkcdnciucdatere aes 1,500 shares 
yy icvessahiatexcesues — 
DF cccutitnian ies iiasce 7m lS 


it is not necessary to sell any of the preferred stock, for the distribution 
may be made as follows: 








Cash Stock Total 
Me Be ccccvstvnsvencsseus $44,500 $339,000 $383,500 
(e Serre rT 22,250 169,500 191,750 
BD WE scccsstcectacsseccs 22,250 169,500 191,750 
DORE 60s vensevanencccsuks $89,000 $678,000 $767,000 




















As an opposite extreme, assume that there are a number of stock- 
holders owning only one share of A. B. common stock. Each should 
receive preferred stock and cash totaling $255.67. This could be done by 
giving each stockholder two shares of stock and $55.67 in cash for 
each share of common stock held. If the preferred stock has a specula- 
tive value, it would be necessary to maintain this ratio for all stock- 
holders to avoid any possible injustice. To illustrate, assume that R 
owns one share of A. B. Company common and S owns 100 shares. 
Then the book value of R’s stock is $255.67 and the book value of S’s 
stock is $25,566.67. Now assume that the ratio of stock to cash men- 
tioned above, is not maintained, but that stock is given for round 
hundreds of dollars and cash is given for odd amounts. Then payments 


would be made as follows: 


R S 
Raa ie hess SES ie cs epanecees $200.00 $25,500.00 
RUE Es Sew Rn eknaes icc eecnnsseeansese 55.67 66.67 
WO ia wd veei's ccc r egies vctibe ess $255.67 $25,566.67 


Now let us assume that the preferred stock of the C. D. Company 
proves to kave a market value of only 90, and that R and S dispose of 
their shares, taking a 10 point loss. R would lose $20.00. S, who had 
100 times as large an interest as R in the A. B. Company, should have 
been settled with in such a manner that he would lose 100 times as 
much as R; or if the market went the other way, gain 100 times as much. 
That is, he should have been left where he would have lost only $20.00 x 
100, or $2,000.00, instead of $2,556.67. This means that if R receives 
for each A. B. share two shares of C. D. preferred and the balance in 
cash, S should be paid in the same ratio, as follows: 











R S 
A. B. stock held—par. ................. $100.00 $10,000.00 
C. D. Co. preferred stock received—par.. $200.00 $20,000.00 
GE ocd ChGU abide weddbawais onde ten 55.67 5,566.67 
NM My ead ee $255.67 $25,566.67 
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Now if the C. D. stock drops ten points, R will lose $20.00 and S will 
lose $2,000.00. 

In order to make a distribution on this basis, assuming that there 
are A. B. stockholders with only one share, cash will be required as 
follows: 


Total book value of A. B. common stock............ $767,000.00 
Amount to be liquidated in C. D. preferred stock: 

Par of A. B. stock outstanding........... $300,000 

Multiply by ....ccccccccccccsccsscccvecs 2 


Par of preferred stock to be distributed.. 600,000.00 





Amount to be distributed in cash ...........eeeeeee $167,000.00 
This requires sales of preferred stock at par as follows 
Preferred 
Cash Stock 
Balances before sale of preferred stock ......... $ 89,000.00 $678,000.00 
Sale of preferred stock...........sceeceeesecene 78,000.00 78,000.00 
Babemeen Ge OOS 6 aide op cnn cakensesivecctnian $167,000.00 $600,000.00 








Of course, any stockholder who, by this settlement, would be entitled 
to receive $100.00 or more in cash and who preferred to take another 
share of C. D. stock in place of the $100.00, should have that option, 
and the number of shares of preferred stock to be sold would be reduced 
to the extent that the option was exercised. 


CrrcuLaR LETTER 
To the Common Stockholders of the A. B. Company: 


In accordance with the resolutions voted at the meeting of the 
stockholders of the A. B. Company on (date), ail of the assets of the 
A. B, Company with the exception of cash have been sold to the C. D. 
Company, as of June 30, 1920. The C. D. Company assumed all of the 
liabilities shown in the balance-sheet of June 30, with the exception of 
the taxes, and paid for the net assets transferred to them as follows: 


CED cccccccsvvnntdieeses Meee $ 126,000.00 
Preferred stock of the C. D. Company at par. 878,000.00 





$1,004,000.00 


—_—_ 
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The disposition of the assets of the A. B. Company, since the sale, 
is indicated by the following statement: 





Preferred 
Cash C.D.Stock Total 
Cash not transferred to the C. D. Company.. $13,000 _—........ $13,000 
Received from the C. D. Company.......... 126,000 $878,000 1,004,000 
TEES eye 7a epee $139,000 $878,000 $1,017,000 


Payment of business profits taxes............ 50,000 50,000 
Balances remaining for stockholders .... $89,000 $878,000 $967,000 
Liquidation of A. B. preferred stock by pay- 
ment of C. D. preferred stock—par for 





200,000 200,000 





Balances for common stockholders...... $89,000 $678,000 $767,000 








The common stock will therefore be liquidated at $255.66 2/3 per 
share. It is possible to dispose of $78,000.00 of the preferred stock for 
cash at par, and if this is done each share of A. B. Company common 


stock can be liquidated as follows: 
Preferred stock of C. D. Company—2 shares at par... $200.00 


GD codec dsc covécccocccasbecesancescenadetanedenied 55.67 
TE cnncccccscsccassecescatescasbsansteneresie $255.67 








You have the option of accepting a settlement on this basis or of 
reducing the cash due you under this plan in amounts divisible by 100 and 
accepting an additional share of C. D. preferred stock for each $100.00. 
For instance, if you hold two shares of common stock, you may elect 
either of the following plans of liquidation: 





First Second 

Preferred stock of C. D. Co.—at par...... $400.00 $500.00 
BEE. p cksdubensacudekthiedbaniiebes sons 111.33 11.33 
EE A bwvecvecnsess ciubs dae se caine $511.33 $511.33 








You will please forward your certificates before December 31, 1920, 
for cancellation, indicating your option as to settlement. 


Yours very truly, 


Editor, Students’ Department, 

Sir: Following is a problem taken from a C. P. A. examination dealing 
with consolidated balance-sheets. I have tried to solve it but find that I 
am unable to do so. I will greatly appreciate your assistance, and am 
enclosing ruled paper so that it will lighten your work. 


Yours truly, 
Houston, Texas. A. A, 


380 














Students’ Department 











On January 1, 1916, a corporation, the C Company, was formed with 
a capital stock of $6,000,000.00, of which $5,000,000.00 was common stock 
and $1,000,000.00 was preferred stock. The C Company as of January 1, 
1916, purchased the capital ‘stocks of the A and B Companies, balance- 
sheets of which, at December 31, 1915, are shown below. The preferred 
stock of the C Company was sold to the public for cash at par, the 
stockholders of the A Company received the entire $5,000,000.00 of the 
common stock of the C Company for their holdings in the A Company, 
while the stockholders of the B Company were paid $500,000.00 in cash 
for their holdings in the B Company. 


Prepare a consolidated balance-sheet, showing the financial condition 
of the C Company as of January 1, 1916, after giving effect to the fore- 
going transactions. 


It should be understood that the A Company had in its inventory 
at December 31, 1915, materials valued at $250,000.00, purchased from the 
B Company, on which the B Company had made a gross profit of 20%. 


A CoMPANY 


BALANCE-SHEET—DECEMBER 31, 1915 


Assets Liabilities - 
Real estate, buildings, ~ Capital stock ....... $1,000,000. 
machinery and Notes payable—B Co. 100,000.00 
equipment ........ $1,000,000.00 Notes payable— 
Inventories ......... 1,500,000.00 6 ree 400,000.00 
Accounts receivable.. 500,000.00 Accounts payable—B 
GE nis. ad ceceusd 50,000.00 CBs dscns ction 100,000.00 
Prepaid insurance Accounts payable — 
ee 10,000.00 ce Pee SW 700,000.00 
Sem és. scaakea ss 260,000.00 
$3,060,000.00 $3,060,000.00 
B Company 
BALANCE-SHEET—DeEceMBER 31, 1915 
Assets Liabilities 
Real estate, buildings, Capital stock ........ $100,000.00 
machinery and Accounts payable .... 140,000.00 
equipment ......... $250,000.00 ROI: ki. nna eckeicnt ome 262,000.00 
Inventories .......... 75,000.00 Contingent liability in 
Accounts receivable — respect of notes of 
BS asc cetnwasas 100,000.00 A Co. discounted at 
OMS i eer ca 50,000.00 bank, $100,000.00 ... 
CON ick ay tiuedenes 25,000.00 
Prepaid insurance and 
GEE dis capes Secs 2,000.00 
$502,000.00 $502,000.00 
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Tue C CompANy AND SussipIARIEs, CONSOLIDATED BALANCE-SHEET 
January 1, 1916 


Assets 

Real estate, buildings, machinery and equipment. . $1,250,000.00 
Cont |... iccivsindan sventaceess iene 8,378,000.00 
VON, aii 5nd hice dink s aneeckss totam 1,575,000.00 
Acontattte CeCetWWRe «oo iciscccvsckccstvcamegeees 550,000.00 
Cah: ii x0 ci ncnanbenes demandes: Kee 575,000.00 
Prepaid insurance and taxes .........sseeeeee0s 12,000.00 

$7,340,000.00 

Liabilities 

Capital stock—common .........sessseeeeeeeees $5,000,000.00 
Capital stock—preferred .........csceeceessees 1,000,000.00 
Wotan quelle oon cccccctisaketseed contenbeccdas 500,000.00 
Acuounts gegeblle’ wo. . ioc. s0scckbesbedaseuss ons 840,000.00 

$7,340,000.00 


This problem contains only two points of any difficulty; the profit 
in the inventories, and the contingent liability of Company B in respect 
to notes of Company A discounted at bank. 

It will be noted that no reserve is set up for the profit added by 
Company B to goods sold to Company A, and remaining in A’s inventory. 
These sales were made by Company B before the holding company 
acquired B’s stock. Since the profits were made before any inter-company 
relation was effected, the profit was not inter-company profit and hence 
does not require a reserve. 

The cbject of a reserve for unrealized profit in inventories is to 
take out of the holding company’s surplus any profits which it may have 
taken up on inter-company transactions and which have not been realized 
by subsequent sales to the outside world. But if the holding company 
has not taken up any such profits it is evident that there is no occasion 
to set up a reserve which would be a deduction from its surplus. After 
the holding company has controlled the subsidiaries for a year, or other 
accounting period, it would be justified in making a journal entry debiting 
the stock investment account and crediting its surplus account with its 
share of the profits of the subsidiary as shown by the subsidiary’s profit 
and loss statemeat. If any of this profit, thus taken up, is unrealized 
from the standpoint of the organization as a whole, by reason of the fact 
that the goods on which the profit was made remain in the inventories 
of one of the constituent companies, a condition exists which necessitates 
a reserve. That is, the holding company has taken up profits which 
have not been realized, and the reserve will teke these profits out of its 
surplus account. 

But at the date of acquisition, the holding company has not taken 
up any of the profits made by the subsidiary coripanies on sales before 
the consolidation. Since it has not taken up any of these pre-consolidation 
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profits, the fact that a portion of them remains in the inventories is 
immaterial. 

The other point is the treatment of the contingent liability of the B 
company oa A company notes discounted. While this is a contingent 
liability of the B company, it is a positive liability of the consolidation 
because the notes are in the hands of outside parties. in Company B’s 
balance-sheet the condition is shown by a memorandum only. In the 
working papers, the notes receivable—Company A appear among the 
assets and the notes receivable discounted appear among the liabilities. 
The notes receivable in B’s balance-sheet are eliminated (elimination E) 
against the notes payable in A’s balance-sheet, and the notes receivable 
discounted balance is carried to the consolidated balance-sheet column. 
This is done because the outside liability arose by the discounting of the 
notes. 

Writers differ as to whether this liability should be shown on the 
consolidated balance-sheet as “notes receivable—Co. A—discounted” or 
as “notes payable.” Those who favor the former title contend that the 
note is a direct liability of one of the related companies and a secondary 
liability of the other company, and hence is an obligation different in 
nature from a note signed by one company only. Showing the liability 
as a note payable would not indicate the liability of both companies. 

In the editor’s opinion the notes payable title is preferable. In the 
first place, the consolidated balance-sheet is based on the assumption that 
the related companies are a single organization, the legal fact of separate 
corporate entities being ignored. From the viewpoint of the consolidated 
balance-sheet, therefore, a note signed by one company is as much a 
liability of the organization as a note signed by one company and 
endorsed by another related company. In the second place, the term 
“notes receivable discounted” at once suggests a contingent liability, and 
since an inter-company note discounted with an outsider is a positive 
liability, the term is likely to be misleading. 

The following problem was received from a correspondent in Jackson, 
Kentucky, with a request for a solution: 


The capital of a partnership is contributed as follows: 


A $90,000.00 
B 45,000.00 
c 15,000.00 
The partnership agreement provides for profit-sharing as follows: 
A 50% 
B 30% 
Cc 20% 
The partners’ salaries are as follows: 
A $5,000.00 
B 38,000.00 
Cc 2,000.00 


At the end of the first year’s business C dies. The books are closed 
and the net assets of the business are shown to be $152,500.00. A and B 
— the affairs of the partnership and distribute the surplus assets 
as follows: 


i et . gatanwe anal $42,410.20 
SN Ng cc ance cvsscdpbevdbbes 74,622.30 
PEND GX sass sndbaddcndiscteds ---. 981,967.50 
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Prepare a statement of the partners’ accounts, showing how the 
distribution of assets should be made and the apportionment of the loss. 
Solution: 

The problem does not state whether the salaries have been paid, 
but it makes no difference whether they have been or not, because the 
salaries correspond with the profit and loss ratio. Assuming that the 
salaries have been paid, the balance in the partners’ accounts at the end 
of the year are computed as follows: 








Net assets at end of year............... $152,500.00 
Deduct original capitals: 
De sexoneveeseaVasbiess ¢isacaaee $90,000.00 
BD cascnoseceseageness cys scsuerel 45,000.00 
© ccticcvecdisweebeccsenchneh ae 15,000.00 
— 156,000.00 
Ge sas Cos cig aeeasdedeennccetieawer $2,500.00 
A B C Together 
Original CRUE ic ds i oc ee $90,000 $45,000 $15,000 $150,000 
AGS gales eis FinetO is es 1,250 750 500 2,500 
Balances—end of year ............... $91,250 $45,750 $15,500 $152,500 








If the salaries have not been paid, an entry would be made debiting 
profit and !oss and crediting the partners, with the following results: 








Gain, before considering salaries (as above)...... $2,500.00 
DCE GUNTER: a 6 5 in oc Kcccns son ceeeaandebeekuaes ’. 10,000.00 
EMG ©. x caumd pes de Ondo veadedecuack aula eee $7,500.00 
A B C Together 
Ouiatnel eter iia ce dicile Ke ies HS $90,000 $45,000 $15,000 $150,000 
Add credits for salaries ............: 5,000 3,000 2,000 10,000 
SOME aaicds os cwbbs . aki EAS $95,000 $48,000 $17,000 $160,000 
Deh Se koe paaed oe eee 3,750 2,250 1,500 7,500 
Balances—end of year ............... $91,250 $45,750 $15,500 $152,500 




















This shows that the partners’ capitals when liquidation begins will be 
the same whether it is assumed that the salaries have, or have not, been 
paid. 

This problem illustrates the point that, when profit-and-loss ratios 
differ from capital ratios, at least one partner is in danger of being 
charged with realization losses in excess of his capital; under such cir- 
cumstances the liquidating dividends should be distributed in such a 


385 











The Journal of Accountancy 





manner as to reduce the balances of the partners’ accounts to their profit- 
and-loss ratio of the remaining assets, as nearly as possible. 

When liquidation began, the net assets of the business totaled. .$152,500.00 
ee is ie ee iiss vic chido vba cb bbs Fieep eles 42,410.20 


This reduced the met assets t0.........ccccccccccccccccceccces $110,089.80 


If all of these net assets should prove to have no value (and theoret- 
ically this contingency must be faced, because at the time of the first 
distribution the subsequent realizations are unknown), the loss would 
be divided in the profit and loss ratio as follows: 





A B Cc Together 

Capitals (as above) ....... $91,250.00 $45,750.00 $15,500.00 $152,500.00 
Cash for distribution ...... 42,410.20 
Capital loss—in P. & L. ratio. 55,044.90 33,026.94 22,017.96 110,089.80 
Capital less than possible loss. ine = 
Additional possible loss to A 

SE Ee wedbess ccheueewne 6,517.96 

A: &% of $6,517.96...... $4,073.73 sad 

B: % of 6,517.96...... $2,444.23 





Total possible loss to 
A mab D ..iwcs $59,118.63 $35,471.17 








Of course C’s estate should pay in the debit balance of $6,517.96 in 
case all of the remaining assets are lost, but this method of liquidation 
safeguards A and B (so for as the distribution of the loss between them 
is concerned) by assuming that C’s estate may not be able to pay in the 
debit balance. 

Since C’s capital is already too small to cover his share of the pos- 
sible loss, it is evident that his estate should be paid nothing at the first 
distribution, while A and B should be paid down to the balances which 
indicate their possible losses for themselves and for C. It should be 
understood that the possible losses are not actually charged to the 
partners; payments are charged to them and their accounts are left with 
balances equal to their possible losses. This is shown in the statement 
of capital accounts. 

The second distribution is determined as follows: 


A B Cc Together 
Capitals after first distribu- 
PE a Phen ears san deans $59,118.63 $85,471.17 $15,500.00 $110,089.80 





Cash for distribution ....... 74,622.30 


Pessible loss—in P. & L. 
ici iB $17,733.75 $10,640.25 $7,098.50 $85,467.50 


386 


























Students’ Department 





Since each partner’s capital exceeds his possible loss, each can be 
paid an amount sufficient to reduce his capital to his profit-and-loss ratio 
of the remaining net assets. 


A, B anp C—SrateMent oF Capital ACCOUNTS 











A B C Together 
Capitals betore realization... $91,250.00 $45,750.00 $15,500.00 $152,500.00 
First distribution .......... 32,131.37 10,278.83 . 42,410.20 
BG ii. ctalecasssas $59,118.63 $35,471.17 $15,500.00 $110,089.80 
Second distribution ........ 41,384.88 24,830.92 8,406.50 74,622.30 
Balances—reduced to P. & 
So MON II hin veces $17,733.75 $10,640.25 $7,093.50 $35,467.50 
Third distribution in P. & 
La se a Siacas eekanes 15,983.75 9,590.25 6,393.50 51,967.50 
Lege .<ccsscubksaceatenee $1,750.00 $1,050.00 $700.00 $3,500.00 








The third distribution is made in the profit-and-loss ratio because the 
second distribution reduced the capitals to the profit-and-loss ratio. Hence 
the third distribution is really made in the capital ratio. 

This problem was accompanied by a solution which erred in two 
particulars. In the first place, after charging up salaries and ascertaining 
a loss of $7,500.00 as was done in this solution, the operating loss was 
charged to the partners in their profit-and-loss ratio of 50%, 30% and 
20%. So far correct. The error came in making the distributions in such 
a way that the final loss of $3,500.00, which was a realization loss, was 
divided among the partners in their original capital ratio of 60%, 30% 
and 10%. This is an error frequently made, but a serious one, for so- 
called realization losses are properly shared in the agreed profit-and-loss 
ratio. 

The second error was in requiring C’s estate to make a payment to 
the partnership at the time of the first distribution, when it became 
apparent that, in the event of a total loss of the remaining assets, C’s 
capital would be insufficient to bear his share of the loss. Although C’s 
estate would be obligated to make such a payment if the contingency of 
total loss did b-come a reality, the payment can not be exacted until the 
loss is incurred. It develops in this problem that the assets were not lost, 
and that a claim against C’s estate never did arise. 

The following problem, received from:-a correspondent in Los Angeles, 
illustrates the same points as the preceding problem, but it introduces 
the new feature that two of the three partners have insufficient capitals 
to bear their possible losses, and it requires three distributions to reduce 
the capitals to the profit-and-loss ratio. 

Red, White and Blue are partners in a mercantile establishment, 
sharing profits or losses in the proportion of 50%, 30% and 20% 
respectively. They dissolve partnership at a given date, at which time 
the net assets prior to realization amounted to $200,000.00. The position 
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of the partners was as follows: Red, $140,000.00; White, $40,000.00; 
Blue, $20,000.00. The realization of the assets lasts four months, and the 
net collections to be distributed monthly as realized were: 

End of first month, $60,000.00; second month, $30,000.00; third month, 
$50,000.00; fourth month, $30,000.00. Total, $170,000.00. Prepare a 
settlement statement showing respectively the monthly distribution and 
the reasons for your apportionments. 









































Sc sation: 
WorkinGc Paprers—First Monto 
Red White Blue Together 
Capitals beiore distribution ......... $140,000 $40,000 $20,000 $200,000 
Cash for distribution ............... 60,000 
Possible loss—in P. & L. ratio....... $70,000 £000 $28,000 $140,000 
Capitals less than possible loss....... 40,000 20,000 
Additional possible loss to Red...... 10,000 $2,000 $8,000 
Total possible loss to Red ....... $80,000 
Workinc Papers—Seconp MontH 
Red White Blue Together 
Capitals before distribution .......... $80,000 $40,000 $20,000 $140,000 
Cash for distribution ................ 30,000 
Possible loss in P. & L. ratio ........ $55,000 $33,000 $22,000 $110,000 
Capital less than possible loss ....... y pret 4 See 
500” 
Additional possible loss to Red and 
WEE Hien Cab sive sacwsinséebsbaks $2,000 
Red: 5 of $2,000.............. $1,250 os 
White: % of 2,000...... ....... 750 
Possible loss to Red and White...... $56,250 $33,750 
Pe, 
Workinc Parers—Tuirp Monta 
Red White Blue Together 
Capitals before distribution .......... $56,250 $33,750 $20,000 $110,000" 
Cash for distribution ................ 50,000 
Possible loss-in P. & L. ratio ........ $30,000 $18,000 $12,000 $60,000 


Since each partner’s capital is in excess of his possible loss, each 
can be paid down to the amount of his possible loss. That is, the capitals 
can be reduced to the profit-and-loss ratio. 
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STATEMENT OF CAPITAL ACCOUNTS 
Red White Blue Together 














Capitals at “a given date” ........... $140,000 $40,000 $20,000 $200,000 
RE 60,000 60,000 
OIE Gaivintitinens ecsediasceadesun $80,000 $40,000 $20,000 $140,900 
Cash—second month .............046- 23,750 6,250 30,000 
DlnGntlhs ccikidalisais in vescsnevsceenen $56,250 $33,750 $20,000 $110,000 
Cash—third month .............e000. 26,250 15,750 8,000 50,000 
pO SORE Sp POT LE $30,000 $18,000 $12,900 $60,000 
Cash—fourth month ................. 15,000 9,000 6,000 30,000 
Loss—in profit-and-loss ratio ........ $15,000 $9,000 $6,000 $30,000 











An Accountant Lord Mayor of London 
Edward Cecil Moore a chartered accountant, has been elected Lord 
Mayor of London. Other accountants have been aldermen of the city, 
but this is the first accountant who has occupied the Mansion House. 


Joseph Robinson, C. Scott Kinney, W. A. Thayer, George L. Kling, 
William J. Grigg and E. B. Jacobs, announce the formation of partner- 
ship under the firm name of Robinson, Kinney, Thayer & Jacobs with 
offices at 1001 Royster building, Norfolk, Virginia. 








MacGregor, Hines & Co. announce the opening of offices at 600 
Wilmac building, Minneapolis, Twin Cities National Bank building, St. 
Paul, and 202 I. O. O. F. building, Mankato, Minnesota. 





Thomas U. Conner announces the opening of an office in the Calvert 
building, Baltimore, Maryland. 





L. Murray Jaeger announces the opening of an office at 342 Madison 
Avenue, New York. 


Julian Saviet announces the opening of an office at 303 Fifth Avenue, 
New York. 








Marwick, Mitchell & Co. announce the opening of an office in the 
Clinton building, 20 Clinton street, Newark, New Jersey. 


Louis Sheffield Hubbard announces the removal of his office to 140 
Cedar street, New York. 


Smith, Brodie, Lunsford & Wright of Kansas City, Missouri, an- 
nounce the opening of offices at 315 Beacon building, Wichita, Kansas. 











George B. Buist & Company announce the opening of an office at 618 
Dixie Terminal building, Cincinnati, Ohio. 





Shmerler & Wolfe and Fred Tourin announce the consolidation of 
their practices under the firm name of Shmerler, Wolfe & Tourin. 





Harry H. Meisner announces the opening of an office at 1530 First 
National Bank building, Detroit, Michigan. 
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ConpuUCTED BY THE SPECIAL COMMITTEE ON ACCOUNTING TERMINOLOGY 
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS 
The committee publishes below a list of words indicating the various 
kinds of assets, liabilities, funds and reserves; also an addendum to the 
lists of words, previously published, indicating the various kinds of ac- 
counts, bonds and companies and/or corporations, the month shown in 
parentheses representing the issue of THE JourNaL in which the original 


list was published: 


ASSETS 


accrued 
active 
actual 
admissible 
available 
capital 

cash 
circulating 
contingent 
current 
dead 
deferred 
doubtful 
diminishing 
equitable 
fictitious 
fixed 
floating 
good 
hypothecated 
immaterial 
impersonal 
inadmissible 
intangible 
ledger 

legal 

liquid 
material 
miscellaneous 
net 

net quick 
nominal 
non-ledger 
non-productive 
passive 
permanent 
physical 
pledged 
productive 
quick 

slow 

special 
speculative 
sundry 
surplus 
tangible 
temporary 
unpledged 
wasting 
working 





LIABILITIES 


accrued 
actual 
capital 
contingent 
current 
deferred 
direct 
fixed 
floating 
other 
reserve 
trade 
working 


LIABILITY 
(responsibility) 


contingent 

double 

fixed 

full 

joint 

joint and several 
limited 

primary 
secondary 
unlimited 


FUND 


accumulative sinking 
amortization 
benefit 

contingent 
debenture reserve 
defense 
depreciation 
endowment 
general 

gratuity 

imprest 

industrial accident 
insurance 
investment 

loan 


non-accumulative sinking 


obligatory 
optional 
pension 
petty cash 
redemption 
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relief 

renewal 
reserve 
reserved 
revolving 
rotary 

savings 

self insurance 
sinking 
special 

specific 

strike 
superannuation 
trust 

working 


FUNDS 


available 
insufficient 
public 
surplus 


RESERVE 


actual 


benefit fund 
contractual 
dividend equalization 
equalization 
excess 
extinguishment 
funded 

hidden 

income tax 
industrial accident fund 
insurance 
insurance fund 
lawful money 
legal 

legal minimum 
liability 

liquid 
maintenance 
minimum 
necessary 
nominal 
non-contractual 
non-operating 
obligatory 
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operating 
optional 


pension fund 


permanent 


profit and 


loss 


profit sharing 


property 


proprietorship 


real 


relief fund 
repairs equalization 


required 
secret 


self insurance 
sinking fund 


surplus 
temporary 
unapplied 
unfunded 
valuation 
voluntary 
Reserve for 


accidents 


(or accident liability) 


Reserve for 
Reserve for 


amortization 
bad debts (or bad and 


doubtful debts or uncoliectible ac- 
counts, etc.) 


Reserve for 
Reserve for 
Reserve for 
Reserve for 
Reserve for 
Reserve for 
Reserve for 
ties 
Reserve for 
Reserve for 
Reserve for 
ments 
Reserve for 
Reserve for 
Reserve for 
Reserve for 


contingencies 
contracts 

depletion 

depreciation 
discounts 

dividends 
extraordinary casual- 


overhead 
redemption of debt 
renewals and replace- 


repairs 

taxes 

unrealized profits 

wear and tear and/or 


obsolescence and/or inadequacy 


ACCOUNT 
agents’ 


(June, 1922) 


bad and doubtful debts 


bad debts 


balance-sheet 
capital stock 


cartage 


consolidated 


continuing 
cooked 
deductions 


and allowances 


embezziement 
establishment 


falsified 


foundation 

interim 

inventory 

losses from bad debts 
marine insurance fund 
non-operating 
operating 

price fluctuation 
principals’ 

repair 

retirements 

returns and allowances 
spurious 

storage 

supplies 

suspense credit 
suspense debit 
uncollectible bills 


ACCOUNT SALES 
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adjustment income 

assi 

callable 

clean 

coal 

first refunding mortgage 
foreign 

gravel road 
a 

industrial 

lawful money 

listed 

non-callable 

outside 

power ccmpany 

public utility 

railroad 

railroad aid 

railway trust 

real estate mortgage 
refunding and first mortgage 
refunding and improvement 
savings bank 

school district 

third mortgage 

unlisted 


COMPANY and/or CORPORA- 


TION (August, 1922) 
appraisal 

business 

industrial life 

lay bership : 
members 

merged 

mon 

religious 

store 


Water Muck.ow, chairman 
420 Hill Building, Jacksonville, Florida 
Epwarp H. Moeran, 


120 Broadway, New York 


J. Hucn Jackson, 
56 Pine Street, New York 
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PRACTICAL ACCOUNTING FOR GENERAL CONTRACTORS, by 
H. D. Grant. McGraw-Hill Book Co., Inc., New York, 254 pp., cloth. 
Here we have another monograph, a type of book which is a welcome 

addition to accounting literature. After the usual preamble, the various 

types of construction contracts are described, an entire chapter being 
devoted to cost-plus contracts. Then follows a detailed description of the 

financial accounts, records and statements which completes part I. Part II 

is devoted to “field accounting control,” including a chapter on organiza- 

tion and personnel and monthly reports. Part III, which completes the 
book, deals with miscellaneous matters such as pay-roll problems, legal 
aspects of contracts, etc. 

Upon reading the book through, the first impression is likely to be one 
of bewilderment, especially if the reader be a student, because of the 
ingenuities and departures from common practice and the seeming intri- 
cacies and difficulties peculiar to accounting for general contractors. Almost 
at the outset (page 3), we are confronted with the following: “Con- 
tractual cost accounting requires as many, if not more, internal cost 
accounts than a manufacturing business: and some of the accounts are 
more difficult of manipulation.” Incidentally this is an example of 
unequivocal statements which tend to shake one’s confidence in the author’s 
experience, and we respectfully suggest the deletion of “manipulation” as 
savoring too strongly of malice aforethought. 

There are many generalizations contained in the book to which excep- 
tion might properly be taken, but one example will suffice. On pages 6 
and 7 the following appears: “Overhead extravagance, administration and 
selling expenses should be curtailed to the irreducible minimum.” We 
agree with Mr. Grant as to extravagance in its true sense, but point out 
that few, if any, concerns doing a competitive business can with impunity 
whittle down their selling expense to the vanishing point as suggested. 
Successful contractors may build up each a reputation that solicitation of 
business, in any form, is no longer necessary, but such a point is usually 
reached by a “go get it” policy, involving expenditures far removed from 
the irreducible minimum. The term “whole cost” used as a synonym for 
selling price (pages 14 and 15) is decidedly objectionable and the sug- 
gestion on page 25 that material supplied from contractors’ stock should 
be priced at cost or market whichever is higher might, in the absence of 
specific contract provision, lead to serious abuses and is at best a ques- 
tionable practice. 

The general records suggested by Mr. Grant are in many respects 
ingenious, to say the least. An outline of the cash record appears on 
page 36 and is badly designed. Among other objectionable features only 
one column is provided for the date of receipts and disbursements, and 
only one column for payor and payee, necessitating a waste of space which 
might be as great as 50%. The two suggested posting mediums to the 
general ledger are the cash record above referred to and the general journ- 
nal, and the chief underlying record to the general journal is the “figure- 
analysis book,” an ingenious device which, among other things, takes the 
place of a voucher record. 
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Practical Accounting for General Contractors, whatever its shortcom- 
ings, and, although a dangerous book for students to read, gives evidence 
of painstaking care in its preparation and contains data of value to those 
sufficiently experienced to sift the chaff from the wheat. 

Apart from the accounting features of the book and textual criticism, 
we feel it our duty to call attention to the fact thta Mr. Grant, on the 
title page, is described as “Auditor, Hudson and Manhattan Railroad 
Company.” Mr. Grant was never the auditor of the railroad company, but 
was, we believe, auditor of one of its subsidiaries, the Tunnel Advertising 
Company. Also, on pages 138 and 139 there appears a compartaive balance- 
sheet, followed in succeeding pages by operating statements, of L. K. Com- 
stock & Co., with whom Mr. Grant was formerly associated as treasurer. 
The figures used are purely suppositions, but this fact is not clearly set 
forth as it should be. These two inadvertencies should be corrected, if 
the sale of the book warrants a second edition. 

Epwarp H. Morran. 


SYSTEM BUILDING AND CONSTRUCTIVE ACCOUNTING, by 
Raymonp D. Wirarp. McGraw-Hill Book Company, New York. 
cloth, 315 pages. 

Although from its general title one would expect to find this book a 
treatise on system-building and accounting in general, only twenty-seven 
pages are devoted to the general subject. Those pages contain a general 
outline of the problems usually encountered in designing a system, details 
of programmes to be followed in preliminary investigations, scope of 
reports to rendered, and last but not least practical suggestions for the 
selection of papers to be used for different purposes and instructions for 
preparing forms, rulings and printing. The last-named is a feature I do 
not remember before in any accounting text, and it is a valuable one. 

As to the remaining pages, it may be of help to the prospective pur- 
chaser who reads this review to state that it covers in full detail the 
organization, system and accounting for an automobile sales company, a 
wholesale grocery company, a large club, a wholesale leather-cutting con- 
cern, and a semi-public hospital. The treatment of each case is full and 
explicit, including even the proper form of journal entries for closing, 
etc., and all the forms for books and tickets necessary to make complete 
records. The systems described are in actual use, it is stated in the preface, 
which emphasizes the practical nature of the book. Each is typical of a 
large class so that with the exception of the retail trade we have the 
whole field of accounting fairly covered. It is primarily a text-book for 
students, but the practicing accountant will find it useful for reference. 

Exception must be taken to the practice of the auto sales company in 
continuing the charge for depreciation of an expired asset as an operating 
expense offset by a similar credit to income. I do not suppose the author 
is responsible for or approves of this bit of theory gone mad, but at least 
a note might have been made to warn the student. (Page 71.) If the 
asset has exceeded its estimated life, i. e., the charge for depreciation in 
prvious years has been overestimated, it is a matter for adjustment through 
the surplus not the income account. W. H. Lawton. 
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BUDGET MAKING, by Arruur Evcens Buck. D. Appleton & Co., 

New York. cloth, 234 pages. 

Budget Making is one of the series of manuals on government admin- 
istration and accounting issued by the National Institute of Public Admin- 
istration in conjunction with the New York Bureau of Municipal 
Research. In the words of the author’s preface: 

“It is not the purpose of this hand-book to discuss the philosophy and 
theory of the budget, but to present model budget forms and to outline the 
procedure of budget-making in such a way as to be of assistance to those 
engaged in the actual wor kof preparing budgets.” 

But it is more than that. For the student of government administra- 
tion it is a complement to such studies as the Metz Handbook of Municipal 
Accounting, and Oakey’s Principles of Government Accounting and Report- 
ing, either as a preliminary view of the whole subject of budget-making or 
as a summary and digest of the two larger studies. In a sense it may 
also be considered as a report of progress of the country at large. We 
have become so accustomed to criticise governmetn agencies of all classes 
for lack o fbusiness methods that it will surprise many to learn that 
no less than forty-six states have provided by statute or by constitutional 
amendment for the establishment of a budget system, and that scores of 
cities throughout the country are using budget methods in conducting their 
finances. That congress has adopted a budget system for the federal 
government is a matter of recent history. Two states, Pennsylvania and 
Rhode Island, still enjoy the proud distinction of clinging to antiquated 
and wasteful rule-of-thumb financial ways. 

The first two chapters of the book deal with the budget in relation to 
government work and budget-making authorities and staff agencies. The 
purpose of a budget is to furnish a guide for legislative action, a method 
of control for the executive and, above all, information for the public in 
respect to public expenditures. It follows that the ideal budget must be 
not only scientifically based from an accounting standpoint, but also stated 
in terms that will be easily understood by the man of average intelligence. 
Budget-making is a continuous process involving the gathering and record- 
ing of data, preparing the estimates, formulating and adopting the financial 
plan, executing the plan and recording more information for future bud- 
gets, a complete cycle. How the data should be accumulated and classified, 
then grouped and synthesized for the purpose of informing the legislature 
and the public and of controlling the administration of the plan through 
the executive is covered by the next eight chapters. Being based on actual 
procedure for the most part, these instructions are practical and furnish 
a safe guide for state and municipal authorities. The remaining two 
chapters deal with administrative organization and methods, an important 
feature, since the most ideally scientific system of government accounting 
is useless without the administrative power to make it effective. Support- 
ing appendices and a good index complete the book, which is a thoroughly 
good piece of work and will be appreciated by all students of government 
administration. W. H. Lawton. 
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